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SECTION 338 AND ITS FOOLISH CONSISTENCY
RULES-THE HOBGOBLIN OF LITTLE MINDS*
By Douglas A. Kahn**
Prior to 1986, there was a tax principle, commonly referred
to as the "General Utilities doctrine,"' that provided that a cor-
poration did not recognize gain or loss when it made a distribu-
tion to a shareholder of either appreciated or depreciated prop-
erty.2  While there were exceptions to that rule of
nonrecognition, the General Utilities doctrine was the general
rule.
When Congress adopted Section 338 in 1982, it included
two sets of "consistency rules" to prevent the continued availa-
bility of a means of extending the scope of the General Utilities
doctrine by permitting a target corporation (i.e., a corporation
that is the object of an acquisition) to select only some of its
assets for nonrecognition of income.' The principal purpose of
those rules was eliminated in 1986 when Congress repudiated
* Peter L. Faber, The Search for Consistency in Corporate Acquisitions, 13 J.
CORP. TAX'N 187 (1986) (quoting RALPH WALDO EMERSON, ESSAYS, FIRST SERIES 57
(1865)). "A foolish consistency is the hobgoblin of little minds, adored by little
statesmen." See also William Allen White, A Paste Jewell, EMPORIA GAZETTE, Nov. 17,
1923, at 2 ("Consistency is a paste jewel that only cheap men cherish.").
** Paul G. Kauper Professor, University of Michigan Law School. This article is
drawn from a chapter of a treatise published under the title "Corporate Income Taxa-
tion" and co-authored by Dean and Professor Jeffrey S. Lehman. The author wishes to
express his appreciation to his colleagues, Jeffrey S. Lehman and Kyle Logue, for their
helpful comments and criticisms.
1. This doctrine is named after the landmark United States Supreme Court deci-
sion in General Utilities Co. v. Helvering, 296 U.S. 200 (1935).
2. An appreciated asset is one with a fair market value that is greater than its
adjusted basis; conversely, a depreciated asset is one with an adjusted basis that is
greater than its fair market value.
3. I.R.C. §§ 338(e), 338(f) (1994). See STAFF OF JOINT COMM. ON TAXATION, 97TH
CONG.. 2D SEss., GENERAL EXPLANATION OF THE REVENUE PROVISIONS OF THE TAX EQUITY
AND FIscAL RESPONSIBILITY AcT Or 1982, 133. See also Martin D. Ginsburg, Taxing Cor-
porate Acquisitions, 38 TAX L. REV. 171, 299-300 (1983).
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virtually all of the General Utilities doctrine.4 As a consequence,
a number of commentators have urged the repeal of the consis-
tency rules, but Congress has not yet taken action. The rules
remain in the statute.
In January, 1992, the Treasury promulgated proposed regu-
lations that would substantially modify the regulatory applica-
tion of the consistency and related rules so as to eradicate much
of their bite and limit the circumstances in which they will ap-
ply. On January 12, 1994, with a few modifications, the proposed
regulations were finalized effective January 24, 1994 (hereinaf-
ter, the final (and current) regulations are sometimes referred to
as the "1994 regulations"). The purposes of this Article are to
examine whether there is any longer a reason for concern be-
cause a target corporation can choose selected assets for nonrec-
ognition and to what extent the 1994 regulations properly deal
with potentially abusive circumventions of tax goals.
Before examining the current status of the consistency re-
quirements, the historical background that led to the adoption
of Section 338 and the operation of the section is discussed. The
historical background includes: the judicially created Kimbell-
Diamond rule, the codification and modification of that rule by
the old version of Section 334(b)(2), the operation of the old ver-
sion of Section 337 that provided nonrecognition for certain liq-
uidating sales of corporate assets, and the replacement of the old
version of Section 334(b)(2) by Section 338. The general opera-
tion of Section 338 is then sketched, and the special election
provided by Section 338(h)(10) is examined. Finally, the consis-
tency rules are examined and critiqued.
The circumstance at which the pre-Section 338 rules and
Section 338 itself are aimed is the acquisition by a corporation
(the "purchasing corporation" or simply "the purchaser") of suf-
ficient shares of stock of a corporation (the "target corporation")
to provide control of the target. The tax law's treatment of such
purchases of stock has evolved over the years.
4. Neil Z. Auerbach, New Proposed Regulations Under Section 338: A Study in
Consistency, 55 TAX NoTEs 233-36 (1992); Ginsburg, supra note 3, at 317-19. While Pe-
ter L. Faber concluded that the repeal of the General Utilities doctrine does not elimi-
nate all of the abuses that the consistency rules were designed to curb, he considers the
remaining abuses to be too minor to justify the retention of such a complex rule. Faber,
supra note 1, at 232.
Q LR
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I. TAXABLE ACQUISITIONS OF STOCK PRIOR TO SECTION 338
A. The Kimbell-Diamond Rule
Prior to the 1954 Code, judicial doctrine established that
when (in a taxable transaction or series of transactions) a party
acquired all (or virtually all) of the stock of a corporation for the
purpose of liquidating the corporation and thereby obtaining its
assets, and, in fact, promptly liquidated the acquired corpora-
tion, the transaction was in substance a purchase of the corpora-
tion's assets by the shareholder through the medium of acquir-
ing the stock. Upon liquidation of the corporation, the
shareholder recognized no gain or loss, and the shareholder's ba-
sis in the distributed property equalled the purchase price paid
for the stock. This judicial principle is commonly referred to as
the Kimbell-Diamond rule, in deference to a landmark decision
on this issue.5
B. The Section 334(b) (2) Codification of the Kimbell-Diamond
Rule
As applied to the purchase of stock by a corporate share-
holder, the Kimbell-Diamond rule was codified in the "old ver-
sion" (i.e., the pre-1982 version) of Section 334(b)(2) with some
modifications such as substituting objective criteria for the sub-
jective "intent" test that the judicial rule had established. In
particular, the old version of Section 334(b)(2) provided that a
parent corporation's basis in the assets of a subsidiary which
were acquired on liquidation of the subsidiary was equal to the
adjusted basis of the subsidiary's stock in the hands of the par-
ent corporation when the following objective conditions were
met:
(1) Within a twelve-month period the parent corporation "purchased"
stock of the target having at least 80 percent of the voting power of all
voting stock and at least 80 percent of the total number of shares of
the target's nonvoting stock (other than nonvoting, nonparticipating
preferred stock of the target). The term "purchase" was defined in the
statute and was given a restricted meaning. In very general terms, the
term referred to a taxable acquisition (i.e., an acquisition in which all
5. Kimbell-Diamond Milling Co. v. Commissioner, 14 T.C. 74 (1950), aff'd, 187
F.2d 718 (5th Cir.), cert. denied, 342 U.S. 827 (1951).
1994]
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the parties' realized gain or loss is recognized). (2) A plan of liquida-
tion was adopted within two years after the requisite stock was pur-
chased (or if the stock was purchased in several stages, within two
years after the date of the last purchase), the target was liquidated
under Section 332 (a provision that provides nonrecognition treat-
ment for the liquidation of a controlled subsidiary corporation). The
parent need not have liquidated the target within the two-year period
provided that it had adopted the plan of liquidation within the stated
two-year period. The complete liquidation of target could be delayed
for as long as three years after the plan was adopted without disquali-
fying the liquidation for Section 332 treatment.6 Consequently, the
target could be operated for up to five years after its acquisition, and
its tax attributes could be utilized during that period.7 When the liq-
uidation of the target did not take place promptly after the purchase
of its stock, it would have been inappropriate in determining the pur-
chaser's basis in the target's assets to ignore the tax consequences of
transactions of the target that occurred after its stock was acquired
and prior to its liquidation. In that case, the purchaser's basis in the
target's stock was adjusted to reflect gain or loss recognized by the
target after its acquisition. In turn, the adjusted basis of the target's
stock became the purchaser's basis in the target's assets upon the lat-
ter's liquidation.
The stock purchase was not treated as a purchase of assets
for all purposes. The seller of the stock usually recognized capi-
tal gains on any gain recognized on the sale even though part or
all of the gain that would be recognized on a direct sale of the
target's assets would have been ordinary income. Also, the
seller's gain was measured by his basis in the stock he sold
rather than by the corporation's basis in its assets. On the liqui-
.dation of the acquired corporation under the old version of Sec-
tion 334(b)(2), the old version of Section 336 generally pre-
vented the liquidating corporation from recognizing gain or loss,
although there were a number of circumstances in which the liq-
uidating corporation had to recognize gain.8
6. I.R.C. § 332(b)(1994).
7. STAFF OF JOINT COMM. ON TAXATION, 97TH CONG.. 2D SEss., GENERAL EXPLANATION
OF THE REVENUE PROVISIONS OF THE TAX EQUITY AND FiscAL RESPONSIsILrrY AcT o 1982,
132.
8. See, e.g., Hillsboro Nat. Bank v. Commissioner, 460 U.S. 370 (1983) (describing
the tax benefit rule and the recapture of depreciation and farm loss rules (§§ 1245, 1250,
1252)).
Q LR [Vol. 14:31
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II. NONRECOGNITION FOR ASSET SALES PURSUANT TO A
LIQUIDATION
Prior to the adoption of the 1954 Code, the order in which
the sale of a corporation's assets and the liquidation of the cor-
poration took place had great significance for tax purposes. If a
corporation first sold its assets and then distributed the pro-
ceeds in liquidation, the transaction was subject to a double tax.
If, instead, the shareholders of the target corporation first
caused the liquidation of the target and then sold the target's
assets, only a single tax incidence would be incurred. The follow-
ing examples illustrate why that was so.
Ex. (1) In a year prior to 1954, A, an individual, owns all of the out-
standing stock of T Corporation. The aggregate fair market vale of T's
assets is greater than T's basis therein. Similarly, the fair market
value of the T stock that A holds is greater than A's basis in the stock.
A wishes to sell his interest in T for cash. The tax treatment described
in the following alternative transactions comport with pre-1954 law. If
T were to sell its assets to a third party for their fair market value, T
would recognize a taxable gain and would likely incur a tax liability. If
T were then to distribute the net proceeds of the sale to A in liquida-
tion of T, A would also recognize a taxable gain and would likely incur
a tax liability. Thus, tax liabilities would be imposed twice on this
transaction-once on T and again on A. The purchaser of T's assets
would have a basis in those assets equal to their fair market value at
the time of purchase.
Ex. (2) If, instead of selling its assets, T were to distribute its assets to
A in complete liquidation, subject to a few exceptions, T would not
recognize gain or loss on making that distribution. The liquidating
distribution would constitute a taxable exchange to A who would
therefore incur tax liability. A's basis in the distributed assets would
equal their fair market value. If A were then to sell the assets for their
value, A would not realize a gain on that sale. The purchaser's basis in
the assets would equal their fair market value at the time of purchase.
Thus, under pre-1954 law, by reversing the order of sale and distribu-
tion, the tax impact on the transaction was substantially altered.
There were two obstacles to the use of the second alterna-
tive as a means of minimizing the tax consequences. First, it was
not always expedient to distribute a corporation's assets in kind.
Second, and more importantly, the sale of a liquidated corpora-
tion's assets by a shareholder may be attributed to the corpora-
19941
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tion under the Court Holding doctrine."
In the Court Holding case, the Supreme Court affirmed a
Tax Court holding that a shareholder's sale of corporate assets
received in liquidation of the corporation was in reality a sale on
behalf of the corporation and that the corporation recognized
taxable gain therefrom. The transaction was recharacterized as a
sale of the assets by the liquidating corporation followed by a
distribution to the shareholders of the proceeds of the sale. In
the case, the corporation had negotiated the terms of the sale,
received a small down payment, and then had distributed its as-
sets to its shareholder who consummated the sale. The fears en-
gendered by Court Holding were not abated by the Supreme
Court's decision five years later in United States v. Cumberland
Public Service Co.'0 In Cumberland, the shareholders had un-
successfully sought to sell their corporate shares to a buyer. In
turn, the buyer offered to purchase most of the corporate assets
from the corporation, but the corporation refused that offer. The
corporation's shareholders then offered to acquire the corporate
assets and to sell them to the buyer, and upon the buyer's ac-
ceptance, the transaction was effected accordingly. The Supreme
Court held that the sale in Cumberland was not made on behalf
of the corporation and therefore was not taxable to it. The rea-
son that the result in Court Holding differed from the holding in
Cumberland was that in Court Holding the corporation had
come much closer to completing the sale prior to distributing its
assets to its shareholder than had the corporation in
Cumberland.
The result of the Court Holding and Cumberland cases was
to attach unwarranted significance to the order in which the cor-
poration's assets were sold and distributed and to burden share-
holders who were contemplating corporate liquidations with sub-
stantial doubts as to the tax consequences. Congress sought to
remedy this problem when it enacted the 1954 Code. 1 To that
end, Congress adopted the old version of Section 337, which,
9. This doctrine takes its name from the landmark case of Commissioner v. Court
Holding Co., 324 U.S. 331 (1945).
10. 338 U.S. 451 (1950).
11. S. REP. No. 1622, 83d Cong., 2d Sess. 48-49 (1954). In that report, the Senate
Committee on Finance stated: "The result of [the Court Holding and Cumberland] deci-
sions is that undue weight is accorded the formalities of the transactions and they, there-
fore, represent merely a trap for the unwary." Id. at 49.
QL R [Vol. 14:31
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when applicable, denied recognition of gains or losses realized by
a liquidating corporation on the sale of its assets.
In general, the old version of Section 337 provided nonrec-
ognition for a liquidating corporation's sale of its assets as long
as the sale took place within twelve months after the plan of
liquidation was adopted and as long as all of the corporation's
assets and proceeds from the sale of assets were distributed
within twelve months after the plan of liquidation was adopted.
The preceding statement of the rule is a generalization; the rule
was subject to numerous exceptions and special provisions. Cer-
tain types of property were excluded from the nonrecognition
otherwise provided by the old version of Section 337. For exam-
ple, the recapture of depreciation rules and the LIFO recapture
rules overrode the nonrecognition provision.
Repeal of nonrecognition for liquidating sales. In the Tax Re-
form Act of 1986, Congress repudiated the General Utilities
doctrine and, subject to a few exceptions, required a liquidating
corporation to recognize gain on making a liquidating distribu-
tion of appreciated property. Since in most circumstances, gain
is recognized on making liquidating distributions, there was no
longer any justification for providing nonrecognition for sales of
appreciated property by a liquidating corporation. Accordingly,
in the Tax Reform Act of 1986, Congress repealed the old ver-
sion of Section 337. The current version of Section 337 shares
the same section number as the old version, but it deals with an
entirely different subject matter.
III. THE CONSEQUENCES OF ELECTING SECTION 338 TREATMENT
FOR A QUALIFIED STOCK PURCHASE
A. The Replacement of Old Section 334(b)(2) and of the Kim-
bell-Diamond Rule
In 1982, Congress repealed the old version of Section
334(b)(2) and replaced it with a new Section 338. This change
continues the function of old Section 334(b)(2) without the re-
quirement that the subsidiary be liquidated. In a taxable corpo-
rate acquisition, the purchasing corporation has the option of
purchasing either the corporation's assets or its outstanding
stock. If the assets are purchased, the selling corporation has a
taxable event with respect to each asset sold. The purchaser has
19941
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a cost basis in each asset. If the outstanding stock was pur-
chased, old Section 334(b)(2) allowed the purchaser to liquidate
the target, and the basis of the purchasing corporation in the
assets received on liquidation equalled the purchase price for the
stock as adjusted for gain or loss recognized by the target during
the period between its purchase and its liquidation. The liqui-
dating corporation recognized income only to the extent of sev-
eral overrides (e.g., recapture provisions) to the then version of
Section 336. Thus, taxable acquisitions of a corporation's assets
under the old version of Section 337 or of stock plus a liquida-
tion under old Section 334(b)(2) achieve similar (although not
identical) tax consequences. The substitution of new Section 338
for old Section 334(b)(2) was designed to bring even greater con-
sistency between the two methods of taxable corporate acquisi-
tions. Congress wished to eliminate the availability to a pur-
chaser of delaying the complete liquidation of a target for as
long as five years.12 This delay permitted the continued use of
the target's tax attributes for five years even though the pur-
chaser obtained a stepped-up basis in the target's assets.13 Con-
gress also expressed its wish to eliminate the complexity in com-
puting the purchaser's basis in the target's assets when the
target's liquidation took place several years after the acquisition
of its stock.14 Additionally, Congress sought to simplify the rules
applicable to taxable stock acquisitions, allow basis adjustment
in assets of the target corporation without the necessity of liqui-
dating it, and eliminate several tax avoidance schemes that had
developed under old Section 334(b)(2).
B. The General Operation of Section 338
On January 12, 1994, Treasury published final regulations
that describe much of the operation of Section 338. The final
regulations are effective for acquisitions made after January 19,
1994; and for certain purposes, they apply earlier than that date.
For example, for acquisitions made after January 13, 1992, and
before January 20, 1994, an election can be made to have the
12. STAFF OF JOINT COMM. ON TAXATION, 97TH CONG.. 2D SESS., GENERAL EXPLANA-
TION OF THE REVENUE PROVISIONS OF THE TAX EQurrY AND FISCAL RESPONSIBILITY ACT OF
1982, 132-33.
13. Id.
14. Id.
Q LR [Vol. 14:31
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final regulations apply."5 In addition to the final regulations,
there are also Temporary Regulations concerning the operation
of Section 338 as to some matters not covered by the final regu-
lations. The principal (but not the exclusive) thrust of these re-
vised final regulations is to make substantial changes to the
"consistency rules" of Section 338, which are explained in Part
IV of this article. The discussion herein incorporates both the
1994 regulations and the current temporary regulations.
The operation of Section 338 is outlined below in broad
terms. Since the focus of this article is on the consistency rules,
it is not necessary for the reader to know all of the intricate de-
tails of the manner in which Section 338 operates.
A purchasing corporation (P) makes a "qualified stock
purchase" of the stock of a target corporation (T). A "qualified
stock purchase" refers to a corporation's "purchase" of a con-
trolling interest16 in a target corporation within a "twelve-month
acquisition period.' 7 In such cases, P is given an election under
15. Treas. Reg. § 1.338(i)(1994).
16. P must purchase within the twelve-month acquisition period stock of T that
possesses both: (1) at least 80% of the voting power of T's outstanding stock, and (2) at
least 80% of the value of T's outstanding stock. I.R.C. §§ 338(d)(3), 338(h)(8),
1504(a)(2)(1994).
17. I.R.C. § 338(d)(3)(1994). The meaning of the terms "purchase," "twelve-month
acquisition period," and "acquisition date" are set forth below.
Purchase. The term "purchase" is defined in Section 338(h)(3) and is given a re-
stricted meaning. See also Treas. Reg. § 1.338-2(b)(2)(1994). In general, a purchase is an
acquisition of stock in which: (1) the basis of the stock in the hands of the purchaser is
not determined in whole or in part by reference to the transferor's basis, (2) the acquisi-
tion was not one of certain nonrecognition exchanges listed in the statute and regula-
tions, and (3) with one exception, the stock was not acquired from a related person (as
defined in I.R.C. § 338(h)(3)(A)(iii)(1994)). Note that if Section 338 applies to a target
that owns stock in another corporation (X corporation), new target's deemed acquisition
of those shares of X stock that old target held is treated as a "purchase." I.R.C.
§ 338(h)(3)(B)(1994). For convenience, a purchasing corporation is often referred to
herein as "P." Except when provided otherwise by regulation, when stock of a target
corporation (T) is purchased by corporations which are members of the same affiliated
group, such stock is treated as having been purchased by one corporation. I.R.C. Sec-
tion 338(h)(8)(1994). Accordingly, the aggregate purchases of T stock by several corpo-
rate members of an affiliated group will be counted in determining whether there has
been a qualified stock purchase.
In general, an "affiliated group" is one or more chains of corporations. For a corpora-
tion to be included within the group, other members of the group must own stock of that
corporation possessing at least 80% of the voting power and at least 80% of the value of
that corporation's outstanding stock. For this purpose, a corporation's nonvoting, non-
participating, nonconvertible preferred stock (whose redemption and liquidation rights
do not exceed its issue price plus a reasonable redemption or liquidation premium) is
1994]
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Section 338 to have the tax consequences of the transaction de-
termined under a special set of rules. An election to have Sec-
tion 338 apply is sometimes referred to as a "Section 338
election."
The statute also establishes so-called consistency rules; in
certain defined circumstances in which a qualified stock
purchase takes place, the provisions of Section 338 will be ap-
plied as if P had made the election even though P does not make
a Section 338 election and regardless of whether P desires to
have that section apply."" The statute authorizes Treasury to es-
tablish exceptions so that a deemed election will not be imposed
in certain circumstances. -Pursuant to that authority, the 1994
regulations narrow the scope of the consistency rules and pro-
vide a different consequence when they apply-i.e., Section 338
treatment will apply only if an actual election is made.19 The
1994 regulations' treatment of the consistency rules is explained
in Part IV of this article.
If P makes an election under Section 338, T will be deemed
to have sold all of its assets at fair market value in a single
transaction at the close of the date on which P acquired control
of T. The date on which P acquired the requisite control of T is
referred to as the "acquisition date. '20 Thus, T will recognize
gain or loss on any appreciated or depreciated assets that it
holds at the time that P acquires control of T. Prior to 1986,
much (or all) of the gain or loss realized by T on this construc-
tive sale of its assets was not recognized because of the operation
of the old version of Section 337. As a consequence of the repeal
of the old version of Section 337 by the Tax Reform Act of 1986,
disregarded. In addition, the common parent must own stock in at least one of the mem-
ber corporations that satisfies the two 80% tests described earlier in this paragraph.
I.R.C. § 1504(a)(1994).
Twelve-month acquisition period. In general, this term means the twelve-month pe-
riod beginning with the date of the first acquisition by purchase of stock included in a
qualified stock purchase. I.R.C. § 338(h)(1)(1994). The twelve-month period is extended
if the purchase of the requisite shares of the target's stock takes place over a period
greater than twelve months because of an arrangement between the parties. Treas. Reg.
§ 1.338-40)(2)(1994).
Acquisiton date. This term means the date within the twelve-month acquisition pe-
riod on which the 80 percent purchase requirement (a qualified stock purchase) is first
satisfied.
18. I.R.C. §§ 338(e), (0(1994).
19. Treas. Reg. §§ 1.338-4(a)(1), 1.338(i)-1(d) (1994).
20. IR.C. § 338(h)(2) (1994).
Q LR
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T will now recognize all of its realized gain or loss from the con-
structive sale.
The amount realized by T on the constructive sale of all its
assets is referred to as the "aggregate deemed sales price" or by
the acronym, "ADSP." The ADSP for a deemed sale of a tar-
get's assets is equal to the aggregate fair market value of those
assets. Rather than permitting appraisals to be made of the val-
ues of the target's assets, however, the regulations provide a
formula that constructs the value of the target's assets by a com-
putation that utilizes the amount paid by P for Ts stock and by
taking into account T's liabilities, including the tax liabilities in-
curred by T as a consequence of the constructive sale.21 This
formula is sometimes referred to as the "ADSP formula."
The ADSP formula applies only for purposes of determining
the amount of gain or loss that T recognized on the constructive
sale; it does not apply in determining the aggregate basis that T
has in its assets after the constructive sale is deemed to have
taken place. While the amount realized from a constructive sale
will sometimes be the same as the aggregate basis that new T
acquires in its assets, those two amounts will often be unequal. 2
Another consequence of the Section 338 election is that, on
the day after the acquisition date, T is deemed to have repur-
chased all of the assets that T was deemed to have sold on the
prior day.23 The "T" that makes this constructive purchase is
treated as a new corporation.4 The election causes T to be
treated as two separate corporations. There is old T, which sells
all of its assets at the end of the acquisition date and which
ceases to exist at that time; and there is new T, which is treated
as a new corporation that purchases the assets of old T on the
day after the acquisition date. The taxable year of old T closes
on the acquisition date, and the taxable year of new T begins on
the next day.25 Thus, all of the earnings and profits, net operat-
ing loss and capital loss carryovers and most other tax attributes
of old T cease to exist after the acquisition date. Old T's carry-
over losses that are otherwise available as deductions can, how-
21. I.R.C. § 338(h)(11)(1994); Treas. Reg. § 1.338-3(d) (1994).
22. See Treas. Reg. §§ 1.338(b)-l(e)(4), (h)(2), Ex. (1) (1994).
23. I.R.C. § 338(a)(2) (1994).
24. Id.
25. See Trees. Reg. § 1.338-1(c)(13) (1994).
1994]
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ever, be deducted from any gain recognized by old T in its final
taxable year (ending on the acquisition date). Therefore, old T
may deduct such carryover losses from the net gain that it may
have recognized on the constructive sale of all its assets.26 Since
new T is a new corporation, it can adopt a new taxable year and
a new method of accounting without regard to the taxable year
and method of accounting employed by old T.2 7 New T can elect
to depreciate its depreciable assets under Section 168 as a new
purchaser under whatever method and convention it chooses
without regard to the elections that had been made by old T.28
But, for purposes other than the income tax and for many
rules relating to the relationship of the corporation to its em-
ployees, old T and new T usually will be treated as one taxpayer.
For example, for purposes of determining the FICA and FUTA
taxes on wages of employees, old T and new T are treated as one
taxpayer, and new T must use the same employer identification
number that old T had.
There are some purposes for which old and new T are
treated as one taxpayer that do not relate to employees. In ap-
plying Sections 1311-1314 (relating to mitigation of the statute
of limitations), old and new T are treated as one taxpayer.30 Also
new T is liable for old T's federal income tax liabilities, includ-
ing old T's liability for income taxes incurred because of the
constructive sale of all of its assets on the acquisition date.31
A "consolidated group" refers to a group of affiliated corpo-
rations that file a consolidated federal income tax return. Each
member of a consolidated group is jointly and severally liable for
the federal income tax incurred by the group. 2 If old T was a
member of a consolidated group at the acquisition date, new T is
liable for any unpaid tax liabilities incurred by that consolidated
group in taxable years in which old T was a member of the
group.33 If an assessment of a deficiency in a consolidated
group's income tax liability occurs after the sale of old T's stock
26. Treas. Reg. § 1.338-1(e) (1994).
27. Trees. Reg. §§ 1.338-2(d)(1)(ii), (3) (1994).
28. Treas. Reg. § 1.338-2(d)(1)(i) (1994).
29. Treas. Reg. §§ 1.338-2(d)(2), (4) (1994).
30. Treas. Reg. § 1.338-2(d)(2)(ii) (1994).
31. Treas. Reg. § 1.338-2(d)(4)(i) (1994).
32. Treas. Reg. § 1.1502-6(a) (as amended in 1994).
33. Treas. Reg. § 1.338-2(d)(4)(i) (1994).
Q LR [Vol. 14:31
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(and if the sale was a bona fide sale for fair value), the district
director is authorized to limit the tax collected from new T to
the portion of the deficiency that is attributable to old T. But
the district director will not do this if he believes that it will
jeopardize the collection of the balance of the deficiency.3 4 So, in
determining whether to buy the stock of a member of a consoli-
dated group, there is reason for concern as to the target's liabil-
ity for undisclosed federal tax liabilities of the group for past
years.
New T's aggregate basis in the assets that it is deemed to
have purchased from old T are determined according to the
formula established by Section 338(b) and set forth in greater
detail in Treas. Reg. Section 1.338(b)-i. The aggregate basis of
new Ts assets is sometimes referred as the "adjusted gross-up
basis" or by the acronym, "AGUB. ' '35 New 7"s AGUB is allo-
cated among its assets according to the terms established in
Temp. Reg. Section 1.338(b)-2(T). 6 In general, this allocation
operates by dividing assets into four broad categories and by
providing a priority of allocation among those categories. The
priority established in the Temporary regulations results in
maximizing the basis allocated to goodwill and similar intangible
properties.
Section 338 deals with the recognition of gain or loss by a
target and with the bases that new T will have in its assets when
a qualified stock purchase takes place. Absent an election under
Section 338(h)(10),11 the federal income tax on any gain recog-
nized by old T on the constructive sale of its assets on the acqui-
sition date will not be borne by the shareholders of old T even if
old T was a member of a consolidated group. If old T was a
member of a consolidated group, it must file a separate short-
year tax return in which it reports the income or loss from the
constructive sale of its assets on the acquisition date. Since T is
controlled by P (the purchasing corporation) by the time of the
acquisition date, the incidence of a tax on old T's constructive
sale of its assets will fall on P rather than on the shareholders of
34. Treas. Reg. § 1.1502-6(b) (as amended in 1994).
35. Treas. Reg. § 1.338(b)-1(a) (1994).
36. Id.
37. The operation of § 338(h)(10) is explained later in this article. See infra
notbs 39-60 and accompanying text.
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old T who sold their stock to P; this will be true even when old
T was a member of a consolidated group.38 Of course, the selling
price of the stock can be negotiated so that all or a part of the
tax burden will effectively be borne by the shareholders of old T.
Since 1986, an election to have Section 338 apply has re-
quired the immediate recognition of the target's unrealized gain
on its assets. Accordingly, there are many fewer circumstances in
which it will be desirable to make that election, and Section 338
has much more limited significance than it had prior to 1986.
The repudiation by Congress of the General Utilities doc-
trine, which includes the repeal of the old version of Sec-
tion 337, has created a tax bias in favor of purchasing stock of a
target corporation (and making no Section 338 election) rather
than purchasing the target's assets. This bias occurs when the
target is not a subsidiary that can be liquidated under Sec-
tion 332 without causing recognition of gain. If the target's as-
sets are purchased, there will be a tax imposed on the recogni-
tion of the unrealized appreciation of the target's assets; and, in
order for the original shareholders of the target promptly to ob-
tain the proceeds of that sale, they will have to recognize a sec-
ond tax on the appreciation of their stock when they distribute
the proceeds in liquidation of the target.," On the other hand, if
the purchaser acquires the stock of the target, there will only be
a single tax, which is imposed on the recognition of the unreal-
ized appreciation of that stock. In the latter case, the target's
basis in its assets will be unchanged, and so the unrealized ap-
preciation in those assets will effectively be recognized either
when the target sells its assets or by providing a lower amount of
annual depreciation for that asset. But, the tax cost for having a
reduced basis in the target's assets in a stock purchase will be
incurred in years subsequent to the year of acquisition; while the
tax cost for recognizing a gain when the target is liquidated after
an asset sale will be incurred immediately. Because of the time
value of money, there is a significant benefit in deferring the im-
position of a tax cost to a future date. So, in most circumstances,
there can be a cost saving to purchasing and selling stock of a
38. See I.R.C. § 338(h)(9)(1994); Treas. Reg. § 1.338-1(e)(2) (1994).
39. Recognition of gain by a parent corporation will not occur if the target can be
liquidated under § 332, but even in that event minority shareholders would recognize
their gain.
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target rather than its assets. The purchaser and seller may allo-
cate the benefit of this saving between themselves by altering
the price to be paid for the stock. There is no policy justification
for the tax law to encourage the purchase and sale of a target's
stock rather than its assets.
C. Section 338(h)(10) Election
The pre-1986 version of Section 338 granted a corporation
(or corporations) that sold the target's stock (the "seller") an
election (a Section 338(h)(10) election) to treat the stock sale as
a sale of the target's assets in certain circumstances. This elec-
tion was permitted only if there was a deemed sale of the tar-
get's assets under Section 338 and if the stock sale was made by
members of an affiliated group of corporations (of which the tar-
get also was a member) that file a consolidated return. If the
election were made, the sellers would recognize no gain or loss
on the sale of the stock, but the gain or loss recognized on the
constructive sale of the target's assets would be included in the
selling group's consolidated return. An amendment to Section
338(h)(10) that was made by the Tax Reform Act of 1986 retains
that provision and authorizes Treasury to extend the same treat-
ment to certain other sellers.
The amendment made by the Tax Reform Act of 1986 au-
thorizes Treasury to promulgate regulations granting a Sec-
tion 338(h)(10) election to a sale of a target's stock by an affili-
ated group of which the target is a member regardless of
whether the group files a consolidated return. An "affiliated
group" of corporations is a group that meets the requirements of
Section 1504(a) without regard to the exceptions set forth in
Section 1504(b). 40 In general, an affiliated group under Sec-
tion 1504(a) is a chain of two or more corporations with a com-
mon parent. For a corporation to be a member of an affiliated
group, the corporation (other than the common parent of the
group) must have outstanding stocks owned by other members
of the group that represent at least 80 percent of the voting
power of such corporation's voting stock and have an aggregate
value equal to at least 80 percent of the value of all of the corpo-
ration's outstanding stocks. In determining whether the 80 per-
40. I.R.C. § 338(h)(5)(1994).
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cent of value requirement is satisfied, nonvoting, nonparticipat-
ing, nonconvertible preferred stock is ignored unless it provides
redemption or liquidation rights that exceed its issue price plus
a reasonable redemption or liquidation premium.41
In the final regulations published in January, 1994, Trea-
sury accepted the Congressional invitation to extend the Sec-
tion 338(h)(10) election to certain affiliated corporations that do
not file a consolidated return. In addition, the 1994 regulations
allowed the election to be made for the sale of stock of an S
corporation.42 Accordingly, a Section 338(h)(10) election can be
made for a target only if the target is: (1) a member of a selling
consolidated group, (2) a member of a selling affiliated group fil-
ing separate returns, or (3) an S corporation. 3 A "selling consoli-
dated group" is a selling group that files a consolidated return
for the period that includes T's acquisition date; T will, there-
fore, be a member of the consolidated group on the acquisition
date.44 A "selling affiliate" is a domestic corporation from whom
the purchasing corporation purchased sufficient T stock on the
acquisition date to satisfy the stock-holding requirements of
Section 1504(a)(2) 45 and which is not a member of a selling con-
solidated group. 48
P (the purchasing corporation) can make a Sec-
tion 338(h)(10) election only if it makes a qualified stock
purchase from either (1) a selling consolidated group, (2) a sell-
ing affiliate, or (3) the shareholders of an S corporation. In the
case of an affiliated group that does not file a consolidated re-
turn, the election is available only as to sales of T stock that are
made by the selling affiliate; consequently, it appears that if
more than one member of the affiliated group sold T stock to P,
no more than one of the selling corporations (the selling affiliate)
can benefit from the election.
41. I.R.C. § 1504(a)(4) (1994).
42. An S corporation is a corporation that satisfies certain requirements and that
elects to have the provisions of Subchapter S apply so that it incurs little or no federal
income tax and instead passes through to its shareholders its income, deductions, and
credits.
43. Treas. Reg. §§ 1.338(h)(1O)-l(a), (d) (1994).
44. Treas. Reg. § 1.338(h)(10)-1(c)(3) (1994).
45. Stock possessing at least 80% of the voting power of T's outstanding stock and
having a value equal to at least 80% of the aggregate value of T's outstanding stock are
necessary to meet these requirements. 1.R.C. § 1504(a)(2) (1994).
46. Treas. Reg. § 1.338(h)(10)-1(c)(4) (1994).
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A Section 338(h)(10) election applies to T only if a Sec-
tion 338 election is applicable to T. However, if a valid Sec-
tion 338(h)(10) election is made for T, that election is treated as
simultaneously also making a Section 338 election for T.47
A Section 338(h)(10) election must be made jointly by the
purchasing corporation (P) and either the selling consolidated
group, the selling affiliate, or the shareholders of the S corpora-
tion, as the case may be. The election must be made no later
than the 15th day of the 9th month beginning after the month
in which the acquisition date occurs.4 1
When a valid Section 338(h)(10) election has been made for
a target (T), old T is treated as having sold all of its assets in
one transaction at the close of the acquisition date at a price
determined under a formula provided by the regulations.4 9 Im-
mediately after the deemed sale of its assets, T is deemed to
have distributed all of the proceeds pursuant to a complete liq-
uidation. The liquidation and distribution are deemed to have
taken place while old T is still owned by the selling consolidated
group or by the selling affiliate (or by its shareholders if T is an
S corporation).50
If the Section 338(h)(10) election is valid, no gain or loss is
recognized by the selling consolidated group, the selling affiliate,
or by the shareholders of a target that is an S corporation, for
the sale of the target's stock that is part of a qualified stock
purchase.51 Instead, as shown below, those sellers will recognize
gain or loss from T's deemed sale of its assets. Any sale of T's
stock by some other seller (i.e., a shareholder who is not a mem-
ber of the consolidated selling group and who is not a selling
affiliate or a shareholder of an S corporation) will produce gain
or loss to that seller. Such other shareholders are sometimes re-
ferred to as "minority shareholders."
Where T makes a constructive liquidating distribution to a
selling consolidated group or selling affiliate, the liquidation will
qualify for nonrecognition treatment;52 and, pursuant to the pro-
47. Treas. Reg. §9 1.338(h)(10)-(d)(3, (4) (1994).
48. Trees. Reg. § 1.338(h)(10)-1(d)(2) (1994).
49. Treas. Reg. § 1.338(h)(10)-1(f) (1994).
50. Treas. Reg. § 1.338(h)(10)-l(e) (1994).
51. Treas. Reg. § 1.338(h)(10)-1(e)(2)(iv) (1994).
52. I.R.C. § 332 (1994).
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visions of Section 381 (subject to the limitations imposed by
Sections 382-384), the selling consolidated group or the selling
affiliate will inherit all or a part of T's tax attributes (such as its
earnings and profits, its net operating loss and capital loss carry-
overs). If T makes a constructive liquidating distribution to
shareholders of an S corporation, the shareholders will recognize
gain or loss. 53
If T's stock was sold by a selling consolidated group, the
group must file a consolidated return for the period that in-
cludes the acquisition date;54 and so, the consolidated group will
report in its consolidated return the gain or loss incurred by T
on the deemed sale of its assets and will therefore incur the tax
liability for that deemed sale. If, instead, T was an S corpora-
tion, its gain or loss from the deemed sale of its assets will pass
through to its shareholders.55 If T makes a deemed liquidating
distribution to a selling affiliate, it appears that the tax incurred
by T on the deemed sale of its assets will be borne by the selling
affiliate as a constructive transferee of T's assets. In any event,
Treas. Reg. Section 1.338(h)(10)-1(e)(1), provides that, when old
T's stock was purchased from a selling affiliate or from share-
holders of an S corporation, the principles of several other regu-
latory provisions, including Treas. Reg. Section 1.338(h)(10)-
1(e)(6), apply to the return for old T's deemed sale. As noted
above, Treas. Reg. Section 1.338(h)(10)-1(e)(6) requires a selling
consolidated group to file a consolidated return for the period
that includes the acquisition date. Applying that principle to a
sale by a selling affiliate, the tax liability incurred because of the
gain or loss recognized by old T on the deemed sale of its assets
becomes a liability of the selling affiliate.
Notwithstanding that, when Section 338(h)(10) applies, the
sellers of old T's stock are primarily liable for the tax liability
incurred on the deemed sale of old T's assets, new T also is lia-
ble for the tax liabilities that old T had (including the tax liabil-
ity for the deemed sale of old T's assets).5 e Consequently, the
purchasing corporation (P) has a secondary vulnerability to bear
53. I.R.C. § 331 (1994). Note that an S corporation cannot have a shareholder that
is a corporation. I.R.C. § 1361(b)(1)(B) (1994).
54. Tress. Reg. § 1.338(h)(10)-1(e)(6) (1994).
55. I.R.C. § 1366 (1994).
56. Treas. Reg. §§ 1.338(h)(10)-l(e)(1), (5) (1994).
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the tax liability for the deemed sale of old T's assets. The basis
that a selling consolidated group, selling affiliate, or shareholders
of an S corporation have in T stock that they retain (i.e., do not
sell to P) equals the stock's fair market value as determined by a
formula.5"
Minority shareholders (i.e., those who are not members of
the selling consolidated group and who are not a selling affiliate
or a shareholder of a target that is an S corporation) do not re-
ceive any special tax treatment from a Section 338(h)(10) elec-
tion. If they retain their stock in the target, they will recognize
no gain or loss and their basis in their shares will remain the
same as it was before the qualified stock purchase took place. If
they sell to the purchaser any of their shares of the target's
stock, they will recognize gain or loss on that sale. 8
On the constructive sale of its assets, old T is treated as
having received an amount determined under a formula. As
noted earlier, when a Section 338 election is made (but a Sec-
tion 338(h)(10) election is not made), the selling price of the tar-
get's assets is determined by using a formula that is set forth in
the regulations. The amount deemed to have been received by
old T for its assets is referred to as the "aggregate deemed sales
price" or by its acronym, "ADSP." When a Section 338(h)(10)
election is made, the purchase price of the constructively sold
assets is determined by a formula that is based on the ADSP
formula with some modifications. The formula employed is a
modified version of the ADSP formula, and is referred to as the
"MADSP formula."59' A major difference between the MADSP
formula and the ADSP formula is that the latter takes into ac-
count the tax liability incurred as a consequence of the construc-
tive sale and the former does not.60 When there is a Section
338(h)(10) election, there is no reason to include the tax liability
57. Trees. Reg. § 1.338(h)(10)-1(e)(2)(iii) (1994).
58. Treas. Reg. § 1.338(h)(10)-1(e)(3) (1994).
59. Treas. Reg. § 1.338(h)(10)-1(f) (1994).
60. The temporary regulations that were replaced by the 1994 final regulations
were clear in providing that the tax liability incurred from the deemed sale of old T's
assets is excluded from MADSP. Temp. Treas. Reg. § 1.338(h)(10)-1T(g), Ex. (2) (1994).
An example of the 1994 final regulations, which corresponds to the example used in the
prior temporary regulations, also indicates that the tax liability from the deemed sale is
excluded both from MADSP and from the determination of new T's basis in its assets.
Treas. Reg. § 1.338(h)(10)-1(g)(2) (1994), Ex. (1).
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incurred on the constructive sale of T's assets in the purchase
price since the Section 338(h)(10) election places the incidence
of that tax on the selling group. In a Section 338 election in
which an (h)(10) election is not made, the incidence of the tax
falls on the purchaser and is properly included in the price paid
for the assets.
The MADSP price that is determined as the selling price of
all old T's assets is then allocated among those assets. In gen-
eral, this allocation operates by dividing assets into four broad
categories and providing a priority of allocation among those
categories. 61
IV. THE CONSISTENCY RULES
When Congress first adopted Section 338 in 1982, it ex-
pressed concern that if no provision was made to prevent it, tax-
payers could manipulate Section 338 elections in combination
with other tax provisions in order to treat only some of the tar-
get's assets as having been sold. If so, a target could have gain
recognition and change of basis apply only to selected assets; the
remaining assets would not trigger gain recognition and would
have a carryover basis. A step-up in basis is of greater value for
some assets than for others. (For example, it may be of little use
to step-up the basis of undeveloped land, and a step-up of the
basis of goodwill will provide a smaller benefit than would an
increase in the basis of assets that can be amortized over a much
shorter period). Prior to 1966, the gain realized on the sale (or
deemed sale) of many of a corporation's assets could escape rec-
ognition when the old version of Section 337 applied; but some
assets did not qualify for nonrecognition (e.g., the recapture of
depreciation rules overrode nonrecognition provisions). If the
corporations could pick and choose, gain would be realized at
the corporate level only on those assets that qualified for non-
recognition. In addition, the purchaser could retain the benefits
of the advantageous tax attributes of the target and still obtain
a step-up in basis for selected assets.
The problem of selective treatment of a target's assets ex-
isted prior to 1982 in various forms. For example, a corporate
purchaser could purchase selected assets directly from the target
61. Treas. Reg. § 1.338(h)(10)-l(f)(1)(ii) (1994); Temp. Reg. § 1.338(b)-2T (1994).
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and then acquire the target's stock. The purchaser would
thereby obtain some of the target's tax attributes and yet obtain
a cost basis for the assets of the target that it purchased. An-
other means of accomplishing the same result required the tar-
get, prior to its acquisition, to disperse selected assets in tax-free
transactions among several corporations. The acquiring corpora-
tion then separately purchased these several corporations' and
the target's stock. The acquiring corporation would then liqui-
date those subsidiary corporations whose assets it wished to
have at a cost basis; it would obtain a cost basis .in those assets
because of the provisions of the old version of Section 334(b)(2)
(the codification of the Kimbell-Diamond rule) that then
existed.2
In the 1982 Act, Congress expressed the view that selective
nonrecognition of gain was an unwarranted extension of the
General Utilities doctrine, and so Congress modified the tax law
to prevent many of those prior practices from accomplishing
that result. Congress did not wish to undermine that modifica-
tion by opening up a new means for taxpayers to accomplish the
same result by using Section 338. To prevent that from occur-
ring, Congress enacted two sets of so-called "consistency rules."
Section 338(e), (f). The primary concern of Congress was to pre-
vent the sale of selected assets (with a resulting recognition of
gain and a step-up in basis) and the deferral of recognition of
the appreciation of other assets of the target; because, as a con-
sequence of the General Utilities doctrine, the unrealized appre-
ciation of other assets might never be recognized at the corpo-
rate level. Regardless of whether there was adequate justification
for adopting the consistency rules, when, four years later, Con-
gress terminated the last vestiges of the General Utilities doc-
trine and substantially strengthened the restrictions of Sec-
tions 382 and 383 on the continuing availability of a target's tax
attributes, it eliminated most, and perhaps all, of the reasons for
having those rules. In recognition of that fact, Treasury promul-
gated its proposed regulations in January, 1992, the principal
purposes of which were to change the operation of the consis-
tency rules and to restrict their application.s
62. See CONFERENCE REPORT TO TEFRA, HR. REP. No. 760, 97TH CONG., 2D SESS.,
535-36 (1982).
63. The proposed regulations were finalized on January 12, 1994. See Prop. Treas.
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The original statutory scheme was reflected in temporary
regulations that were replaced by the 1994 final regulations.
However, a knowledge of the original statutory scheme and the
defunct temporary regulations is useful to understanding the fi-
nal regulations. Therefore, a brief discussion of the statutory
provisions and the treatment by the temporary regulations fol-
lows, but most of the discussion will concentrate on the revised
1994 rules.
The statutory scheme. The consistency rules that Congress
adopted in 1982 are divided into two separate sets. One set of
consistency rules deals with stock acquisitions, and the other
deals with asset acquisitions.6 4 Before examining those two sets
of rules, certain terms need to be defined.
(1) Affiliated group. Section 338 adopts the definition of this
term that is set forth in Section 1504(a), but determined with-
out regard to the exceptions contained in Section 1504(b). 65 Sec-
tion 1504(a) defines an "affiliated group" as a specific group of
parent-subsidiary chains of corporations in which: (1) stock pos-
sessing at least 80 percent of the voting power of the outstand-
ing voting stock and at least 80 percent of the total value of the
outstanding stock of each corporation (other than the common
parent corporation) is owned directly by one or more of the
other corporations; and (2) the common parent owns directly
stock possessing at least 80 percent of the voting power of the
outstanding voting stock and at least 80 percent of the total
value of the outstanding stock of at least one of the corpora-
tions. The term "stock" does not refer to nonvoting stock that is
limited and preferred as to dividends, has limited redemption
and liquidation rights and is nonconvertible.66
(2) Consistency period. This term means the period consisting
of (1) the one-year period before the beginning of the twelve-
month acquisition period for T, (2) the portion of the twelve-
month acquisition period up to and including the acquisition
date, and (3) the one-year period beginning on the day after the
Reg. §§ 1.338-4T, 1.338-5T, 57 Fed. Reg. 1409 (1992) and the Preamble to Treasury's
promulgation of the proposed regulations.
64. I.R.C. §§ 338(e), 338(f) (1994).
65. I.R.C. § 338(h)(5) (1994).
66. I.R.C. § 1504(a)(4) (1994).
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acquisition date. Under certain circumstances when a purchas-
ing corporation or a related person had an arrangement to
purchase stock or assets of a target (or an affiliate of a target)
over a greater period than the normal consistency period, the
consistency period will be expanded either backward or
forward. 7
(3) Target affiliate. A corporation is treated as a target affiliate
of T if each such corporation was, at any time during so much of
the consistency period as ends on the acquisition date of T, a
member of an affiliated group which had the same common par-
ent.68 A limited category of corporations (principally foreign cor-
porations) are excepted from the definition.69
(4) Aggregation of purchases. Section 338(h)(8) provides that,
except as provided otherwise in regulations, stock and asset ac-
quisitions made by members of the same affiliated group shall be
treated as made by one corporation. Thus, the aggregate
purchases of T stock by several members of an affiliated group
will be counted in determining whether there has been a quali-
fied stock purchase.
When P acquires T stock by a qualified stock purchase and
makes a timely Section 338 election, if T owns stock in a third
corporation (Ti), the deemed sale and purchase of that Ti stock
as a result of P's Section 338 election can itself be a qualified
stock purchase. Therefore, if a Section 338 election is made for
T1, it will cause a deemed sale and purchase of Ti's assets.7 0
This should be borne in mind when considering the discussion
below.
The thrust of the consistency rules that Congress enacted in
1982 is to impose Section 338 treatment in certain circum-
stances even though the purchaser did not elect to have that
provision operate. There are two broad sets of circumstances in
which this occurs-the stock acquisition consistency rule and
67. LR.C. § 338(h)(4)(B) (1994); Treas. Reg. § 1.338-4(j)(1) (1994).
68. I.R.C. § 338(h)(6)(A) (1994).
69. I.R.C. § 338(h)(6)(B) (1994).
70. I.R.C. § 338(h)(3)(B) (1994).
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the asset acquisition consistency rule.
Stock acquisition consistency rule. If a corporate purchaser ac-
quired the stock of two or more corporations that were previ-
ously members of an affiliated group, and if the acquisitions
took place within a fairly short period of time, Congress did not
wish to permit the purchaser to elect Section 338 treatment for
some but not for others of those acquired corporations. So, if the
purchaser made a valid Section 338 election for a target for
which there was a qualified stock purchase and if within the
consistency period the purchaser subsequently made a qualified
purchase of the stock of one or more target affiliates, Congress
required that the Section 338 election for the target also apply
to each such target affiliate. Conversely, if the purchaser did not
elect Section 338 treatment for the target, it was barred from
making a Section 338 election for such target affiliates.7 1 This
provision is known as the stock acquisition consistency rule. The
reason that Congress imposed this rule was to prevent the par-
ties from selecting some of the target's assets for deemed sale
and purchase treatment while excluding other assets from that
treatment. Without this consistency rule, a target could disperse
its assets among several corporations in tax-free transactions
and then sell the stock of those corporations to the purchaser
who would elect Section 338 treatment for some of the corpora-
tions but not for others. As noted earlier, acquisitions made by
members of an affiliated group are treated as made by one cor-
poration, and so the references above to stock acquisitions by a
purchaser include acquisitions by affiliated corporations. 2
One of the consequences of the stock acquisition consistency
rule is that it could cause a deemed Section 338 election to be
applied to. subsidiaries of a target for which a Section 338 elec-
tion is made. As noted later, the 1994 regulations prevent that
from occurring because they eliminate all deemed Section 338
elections. The following example illustrates how a deemed elec-
tion for a subsidiary could occur if the 1994 regulations had not
eliminated this issue.
Ex. Individual A owned 100 percent of the stock of T, which in
turn owned 100 percent of the stock of S. On July 20, P pur-
71. I.R.C. § 338(f) (1994).
72. I.R.C. § 338(h)(8) (1994).
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chased from A all of the stock of T and made a timely Section
338 election. Because of the deemed sale of T's assets, all of the
S stock is deemed to have been sold by old T and purchased by
new T. The purchase by new T constitutes a qualified stock
purchase. Section 338(h)(8) provides that acquisitions by mem-
bers of the same affiliated group are treated as made by one cor-
poration. After the purchase of T's stock, P and T became mem-
bers of the same affiliated group, and the deemed purchase of
the S stock by new T occurred within T's consistency period.
Since the qualified stock purchases of the T stock by P and of
the S stock by new T occurred within T's consistency period,
and P and new T are treated as one corporation, the consistency
requirements of Section 338(f)(1) are satisfied. Therefore, were
it not for the changes made by the 1994 regulations, the Sec-
tion 338 election that P made for T would cause a deemed sale
of the assets of S even though no Section 338 election was made
for the deemed qualified purchase of the stock of S. However, as
a consequence of the 1994 regulations, there will not be a
deemed sale of the assets of S unless T makes a Section 338
election for S.
Asset acquisition consistency rule. The other device that Con-
gress sought to prevent was a sale of assets by a target or a tar-
get affiliate to the purchaser combined with a purchase of the
target's stock without making a Section 338 election. By that
means, the purchaser could obtain a cost basis for some of the
target's assets and yet avoid gain recognition on other assets and
retain the target's tax attributes. To prevent this, Congress im-
posed Section 338 treatment on a target if at any time during
the consistency period the purchaser acquired an asset of the
target or of a target affiliate.7 3 This provision is known as the
asset acquisition consistency rule. The statute established sev-
eral exceptions to that provision' and authorized Treasury to es-
tablish additional exceptions in its regulations. As noted, acqui-
sitions made by members of an affiliated group are treated as
made by one corporation, and so the references above to asset
acquisitions by a purchaser include acquisitions by affiliated cor-
porations.7 4 When an asset is acquired in such manner by a pur-
73. I.R.C. § 338(e) (1994).
74. I.R.C. § 338(h)(8) (1994).
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chaser or affiliated corporation, the acquisition is referred to as a
"tainted asset acquisition."
The asset acquisition consistency rule is especially trouble-
some because a minor sale's transaction could cause Section 338
deemed asset sale treatment and thereby cause recognition of a
very large amount of gain. This possibility became of even
greater concern when the General Utilities doctrine was virtu-
ally eliminated by Congress in 1986. Because of the asset acqui-
sition consistency provision, Section 338 could be triggered in-
advertently with serious adverse tax consequences. The now
defunct temporary regulations provided some relief from that
danger.
Carryover basis elections. The defunct Temp. Reg. Sec-
tion 1.338-4T(f)(6) established a "protective carryover election"
for a purchaser. If such an election was timely made, "tainted
acquisitions" of assets of the target and target affiliates would
not cause the imposition of Section 338 treatment. Instead, the
defunct temporary regulation imposed a carryover basis on the
purchaser of such a tainted asset-that is, if the election was
made, a purchaser of such an asset obtained the same basis in
the asset that the transferor had. Once made, a protective carry-
over election was irrevocable and precluded a Section 338 elec-
tion. Many purchasers of a target's stock made protective carry-
over elections to guard against inadvertently triggering
Section 338 treatment where that treatment was undesirable (as
frequently is the case).
The defunct temporary regulations also made provision for
a tainted asset acquisition when the purchaser did not make a
protective carryover election. In such a case, the defunct regula-
tion provided for a so-called "affirmative action carryover elec-
tion" that operated in essentially the same manner as a protec-
tive carryover election did. The "election" in the case of the
affirmative action carryover election was not in the hands of the
taxpayer. It was the Service who had the power to make the car-
ryover provision applicable or not. If a protective carryover elec-
tion was not made, the affirmative action carryover election ap-
plied unless the District Director determined not to have it
apply because it would be more appropriate to the purposes of
the consistency rules to have the deemed sale provisions of Sec-
tion 338 apply to the transaction. In some circumstances, carry-
Q LR
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over basis treatment for tainted asset acquisitions and the re-
sulting avoidance of a deemed Section 338 election would be
advantageous to the parties, but in some circumstances carry-
over basis treatment would be extremely harsh on them. Since
the discretion as to which rules will apply lay in the hands of the
District Director, there was concern among tax practitioners
that District Directors would exercise that discretion so as to
maximize the parties' tax consequences.
Regulatory elimination of the statutory scheme of imposing
Section 338 deemed sale treatment when no election was made.
The 1994 regulations eliminate the mandated imposition of Sec-
tion 338 deemed asset sale treatment. Under the 1994 regula-
tions, a deemed sale and purchase of a target's asset arise only if
the purchaser makes a valid Section 338 election.7 5 The 1994
regulations also eliminate both the protective carryover basis
election and the affirmative action carryover basis election (as
well as several other mitigating provisions that were included in
the defunct temporary regulations); the deletion of provisions
that impose Section 338 deemed asset sale treatment eliminates
the need for mitigating provisions. As shown below, the 1994
regulations severely limit the application of the consistency rules
and make significant changes to the operation of those rules.
Before the General Utilities doctrine was essentially elimi-
nated, the opportunity for a target to recognize gain only on se-
lected assets could result in there never being a corporate tax
imposed on the appreciation of the target's other assets. After
the 1986 Act's repudiation of virtually all of the General Utili-
ties doctrine, there was no longer a risk that this could occur. In
addition, the 1986 Act strengthened the statutory restrictions on
the availability of a target's tax attributes.78 Consequently, after
1986, there was little or no reason to continue to impose consis-
tency requirements.
The only remaining risk (if it can be so characterized) is the
potential for a target to sell depreciated assets for a loss and
retain its appreciated assets. But, that kind of "cherry picking"
of losses is endemic to our entire realization-based income tax
75. Treas. Reg. § 1.338-4(a)(1) (1994).
76. The current restrictions on the acquisition of a target's tax attributes are set
forth in §§ 382-84 and §269.
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system and requires no specific remedy in this isolated
circumstance.
There is an issue, therefore, as to whether there is any justi-
fication for Congress to retain consistency rules in the statute.
But, since Congress has not yet removed the consistency rules
from the Code, Treasury may have gone about as far as it could
to minimize their scope and impact. In doing so, however, Trea-
sury did state its view that it is desirable to impose the limited
consistency rules that are included in the 1994 regulations in or-
der to curb certain potential abuses. The author discusses below
whether those perceived abuses really exist and how the 1994
regulations operate.
The 1994 regulatory modification of the consistency rules. In
1992, Treasury determined that as a consequence of the removal
of the General Utilities doctrine from the tax law, there was no
longer any reason to impose Section 338 deemed asset sale
treatment on a corporation when no express election was made.
Accordingly, the 1992 proposed regulations eliminated that
treatment entirely, and the proposed regulations were adopted
as final regulations in 1994. Since Congress did not remove the
consistency rules from the Code and since the Code provisions
mandating deemed asset sale treatment are still intact, a ques-
tion might arise as to Treasury's authority to remove those pro-
visions by regulatory action. As to the asset acquisition consis-
tency rule, Section 338(e)(2)(D) authorizes Treasury to create
by regulation additional exceptions to that provision under
"such conditions as such regulations may provide. 7 7 It is an in-
teresting question whether that statutory authorization permits
Treasury to create a blanket exception that completely elimi-
nates all deemed asset sale treatment. As to the stock acquisi-
tion consistency rule (Section 338(f)), there is no explicit statu-
tory authorization for Treasury to create an exception to that
provision. Section 338(i) instructs Treasury to "prescribe such
regulations as may be necessary or appropriate to carry out the
purposes of this section.M8 It is questionable whether that in-
struction permits Treasury effectively to expunge explicit statu-
tory language merely because the provisions have become unnec-
77. I.R.C. § 338(e)(2)(D) (1994).
78. I.R.C. § 338(i) (1994).
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essary. This issue probably will never be tested since it is
unlikely that the liberalizing alteration of the consistency rules
by Treasury will be challenged by anyone.
Quite possibly, the reason that Treasury included even mi-
nor consistency rules in its proposed regulations is attributable
to Treasury's concern that it lacks authority to remove all traces
of statutory rules that have not been repealed. The probability
of that being Treasury's true motive becomes especially high
when the frailty of the justifications offered for the retained con-
sistency rules is exposed.
While Treasury eliminated most of the consistency rules in
its 1994 regulations, Treasury did retain a significantly reduced
version of the rules. Under the 1994 regulations, the consistency
rules operate in a very limited set of circumstances, and, when
they are invoked, they cause carryover basis treatment for ac-
quired assets rather than causing a deemed sale of assets. Trea-
sury expressed concern 9 that if some remnant of the consistency
rules were not retained, there would be opportunities for tax
abuse. Treasury set forth two illustrations of how that abuse
might take place. 0 The author will examine those illustrations
and consider whether they represent tax abuses. Since one of the
principal areas of concern centers on the use of certain provi-
sions in the consolidated return regulations, the author will first
examine those provisions and then consider Treasury's
illustrations.
Pertinent consolidated return treatment. The operating rules
for determining income for an affiliated group of corporations
that file a consolidated return are set forth in regulations.8 1
The provision of the consolidated return regulations that
caused Treasury the most concern is the "investment adjust-
ment" provision that is set forth at Treas. Reg. Section 1.1502-
32.82 Under that provision, at the end of each year, a member of
the consolidated group that holds stock in another member ad-
justs its basis in that stock. Depending upon circumstances, the
adjustment could be positive (and so increase the basis that a
79. Prop. Treas. Reg. §§ 1.338-4T, 1.338-5T, 57 Fed. Reg. 1410 (1992) and the Pre-
amble to Treasury's promulgation of the proposed regulations.
80. Id. at 1410-11.
81. See Treas. Reg. §§ 1.1502-1 - 1.1502-100 (as amended in 1994).
82. Treas. Reg. § 1.1502-32 (as amended in 1994).
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member has in the other member's stock) or negative.83 For con-
venience, we will refer to the member that holds stock in an-
other member as the "higher tier affiliate," and we will refer to
the member the basis of whose stock is being adjusted as the
"lower tier affiliate." The positive and negative adjustments to
the stock held by a higher tier affiliate are combined to form a
"net positive adjustment" or a "net negative adjustment" as the
case may be. Adjustments made to the basis of common stock of
a lower tier affiliate held by a higher tier affiliate include: (1)
increasing the basis by an allocable part of the undistributed
positive earnings and profits of the lower tier affiliate for that
taxable year, (2) decreasing the basis by an allocable part of the
deficit earnings and profits that the lower tier affiliate had for
that taxable year, and (3) generally decreasing the basis by dis-
tributions made by the lower tier affiliate on those shares of
stock to the extent made out of earnings and profits that were
accumulated in prior years.84
If another member of the consolidated group (hereinafter
referred to as a "parent member") owns common stock of a
higher tier affiliate, the parent member increases its basis in the
common stock of the higher tier affiliate that it holds by an allo-
cable part of the net positive adjustment that was made that
year to the basis that the higher tier affiliate had in the common
stock of the lower tier affiliate.8 5 Thus, the net positive adjust-
ment that is made to basis of stock held by a member of the
consolidated group passes upward in the chain of member corpo-
rations to increase the basis of stock held by members at a
higher level in that chain. Adjustments are provided also for a
member's basis in preferred stock of a lower tier affiliate, but
there is no need to examine those rules.8"
Treasury has not identified the treatment accorded distri-
83. Id.
84. To the extent that a distribution on that stock is attributable to the current
year's earnings and profits of the lower tier affiliate, it will reduce the amount of the
undistributed positive earnings and profits of the lower tier affiliate for that year and so
will reduce the amount of positive adjustment made for its undistributed earnings and
profits. Since such a distribution reduces a positive adjustment, it is excluded from the
negative adjustment otherwise made for § 301 distributions received by the higher tier
affiliate; otherwise there would be double counting as a reduction.
85. Treas. Reg. § 1.1502-32(b)(1)(iii) (as amended in 1994).
86. Treas. Reg. § 1.1502-32(c) (as amended in 1994).
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butions from one member of a consolidated group to another
member as a source of potential tax abuse. But, since some com-
mentators have made reference to those consolidated return
rules, the author will briefly describe a few of them.
A Section 301 distribution made to a higher tier affiliate
does not cause income recognition to the distributee. 87 As previ-
ously noted, a Section 301 distribution from a lower tier affiliate
may reduce the basis that the higher tier affiliate had in the dis-
tributing corporation's stock. To the extent that the amount dis-
tributed exceeds the higher tier affiliate's basis in that stock, the
excess does not cause income recognition; instead, the excess is
added to an "excess loss account," which causes income recogni-
tion when the higher tier affiliate disposes of the stock or when
either the higher or the lower tier affiliate ceases to be a member
of the consolidated group.s Thus, the gain from a receipt of a
Section 301 distribution in excess of basis is deferred rather
than excluded from income. Similar rules apply to distributions
made to a higher tier affiliate that constitute either partial liqui-
dations or Section 302(a) redemptions.89
If a lower tier affiliate otherwise recognizes gain because of
distributing an appreciated asset to a higher tier affiliate as a
distribution on or redemption of its stock, or pursuant to a par-
tial liquidation, the recognition of such gain is deferred.90 The
times when the deferred gain will be recognized are described in
the regulations.91
Treasury's reasons for retaining a consistency rule. With one
exception described later in this article, the 1994 regulatory ver-
sion of the consistency rules will apply only when the target is a
lower tier affiliate in a consolidated group (i.e., an affiliated
group of corporations that file a consolidated return). Because of
the investment adjustment provision of the consolidated return
rules, when a lower tier affiliate sells an appreciated asset for a
gain, the resulting increase in the lower tier affiliate's earning
and profits will cause an increase in the basis that a higher tier
affiliate has in stock of the lower tier affiliate that it holds. As a
87. Treas. Reg. § 1.1502-14(a) (as amended in 1994).
88. Id; Treas. Reg. § 1.1502-19 (as amended in 1994).
89. Treas. Reg. § 1.1502-14(b) (as amended in 1994).
90. Treas. Reg. §§ 1.1502-14T(d), 14T(a) (as amended in 1994).
91. Treas. Reg. § 1.1502-14T(a) (as amended in 1994).
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consequence, any gain that the higher tier affiliate otherwise
would recognize on the subsequent sale of that stock will be re-
duced and double taxation can be avoided. 2 Treasury's concern
was to prevent the purchaser from obtaining a cost basis in se-
lected assets of the target without causing any more gain to be
recognized than would have been recognized if the purchaser
had simply bought the stock of the target and made no Sec-
tion 338 election (in which case, the parties would not have ob-
tained a cost basis in the target's assets). The following example
is taken from one that is set forth in the preamble to the 1992
proposed regulations. 3
Ex. (1) S owns all of Ts outstanding stock, and S and T file a
consolidated return. S has a $100,000 basis in the T stock, which
has a fair market value of $200,000. On January 1, Year One, T
sells an asset to P (an unrelated corporation) for its value and
thereby recognizes a gain of $100,000. As a consequence, the ba-
sis that S has in the T stock is increased to $200,000. On March
1, Year One, S sells the T stock to P for its value of $200,000,
and S recognizes no gain on that sale. No Section 338 election
was made.
As will be shown later in this article, Treasury's 1994 regu-
lations will require P to take a carryover basis in the asset that
it purchased on January 1.14 Treasury's concern is that if consis-
tency rules are not applied, the aggregate gain recognized by S
and T would be only $100,000 even though P obtained a cost
basis in the purchased asset. Let us consider whether that con-
cern is well founded. To do so, the author will supply several
alternative subsets of facts to Ex. (1) as indicated in the follow-
ing examples.
Ex. (2) The same facts as those stated in Ex. (1) except that T
did not sell an asset to P prior to the sale of T's stock, and the
following subset of facts exist. Immediately prior to the sale of
the T stock, T owned two assets-asset 1 in which T had a basis
92. To the extent that the increase in a higher tier affiliate's basis in stock results
in the recognition of a loss (or of a greater amount of loss) on the sale of that stock, the
consolidated return regulations deny a deduction for that loss. Trees. Reg. § 1.1502-20
(as amended in 1994).
93. See supra note 78.
94. Trees. Reg. § 1.338 (1994).
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of zero and which had a fair market value of $100,000, and asset
2 in which T had a basis of $100,000 and which had a fair mar-
ket value of $100,000.
If S then sold the stock to P for its $200,000 value and if no
Section 338 election were made, S would recognize a gain of
$100,000; T would not recognize any gain; and there would be no
change in the basis of T's assets. Thus, S and T would recognize
an aggregate gain of $100,000, but there would be no increase in
the basis of the assets that T held. This is in contrast to the
consequence (if no consistency rule were adopted) shown in Ex.
(1) if T first sold asset 1 to P for $100,000, and subsequently, S
sold the T stock to P. In that latter event, if the consistency
rules had not been retained by Treasury, S and T would still
have an aggregate gain of $100,000, but there would also be an
increase of $100,000 in the basis of asset 1. However, an exami-
nation of several other alternatives and tax policy considerations
suggest that there is no tax abuse, and that the adoption of a
complex mechanism to prevent a step-up in basis for the assets
sold in Ex. (1) is still advised.
Ex. (3) The same facts as those stated in Ex. (2) except that the
sales that take place are as follows. On January 1, Year One, T
sells all of its assets to P for $200,000 cash, and T thereby recog-
nizes a gain of $100,000. On March 3, Year One, T liquidates
and distributes its assets, consisting of $200,000 cash to S. Re-
gardless of whether S and T file a consolidated return, S will not
recognize any gain on that liquidation because of Section 338.
So, the aggregate gain recognized by S and T is $100,000, and P
has a stepped-up basis in asset 1. Since the tax consequence that
would be obtained in Ex. (1) if no consistency rules applied is
identical in these respects to the consequence incurred in the
Ex. (3) facts, what justification is there for applying a consis-
tency rule to Ex. (1)? The only significant difference in results
between Ex. (1) and (3) is that in the former example some of
the tax attributes of T may survive the transaction, while in Ex.
(3), they will be terminated. Perhaps a desire to restrict the cir-
cumstances in which a purchaser can retain a target's tax attrib-
utes is a sufficient reason for employing the complex regulatory
consistency rules, but the author doubts it. This is especially so
since the survival of many of a target's tax attributes is severely
restricted by Sections 382-384 and may be eliminated entirely
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Moreover, there is reason to conclude that Treasury was not
motivated to adopt the retained consistency rules because of a
concern over the retention of the target's tax attributes. The sale
of selected assets can be successfully combined with a sale of the
target's stock (which thereby preserves target's tax attributes to
the extent otherwise permitted to survive) provided that target
is not a member of a consolidated group and does not pay quali-
fied dividends during the consistency period. The apparent focus
of the 1994 rules is to prevent a step-up in basis of selected as-
sets of the target if the gain from the sale of those assets will be
taxed only once at the corporate level. It is only when that con-
sequence would otherwise occur that the 1994 regulatory consis-
tency rules come into play.
Note that the result reached on the facts set forth in Ex. (3)
can also be obtained by having S sell the T stock to P (without
selling any assets of T) and then have both a Section 338 elec-
tion and a Section 338(h)(10) election made. However, just as
was true in the facts of Ex. (3), P would not retain any of the tax
attributes of T in that case.
Is the concern that motivated Treasury to retain a consis-
tency rule in a situation similar to the one described in Ex. (1)
the selectivity that the target can exercise by choosing which as-
sets to sell and which to retain so that all of the aggregate ap-
preciation on a target's assets need not be either recognized or
not recognized in total? It is not obvious why the potential for
selectivity is a matter of concern. If, prior to the acquisition of
the target's stock, the target were to sell selected appreciated
assets to a person who is unrelated to the purchaser, the consis-
tency rules have no application even though in that case a
higher tier affiliate of the consolidated group will enjoy the same
increase in basis of the target's stock that it would obtain if the
sale of the target's assets had been made to the purchaser. Why
does the transaction become so much more objectionable when
the selected assets are sold to the purchaser? 6 Moreover, the
target's sale of only selected assets to the purchaser is not suffi-
95. I.R.C. §§ 269, 382-384 (1994).
96. See Neil Z. Auerbach, New Proposed Regulations Under Section 338: A Study
in Consistency, 55 TAx NoTEs 233, 249-50 (1992).
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cient to trigger the 1994 regulatory consistency rules. For those
rules to apply, the selection of assets for sale must be accompa-
nied by an avoidance of double corporate taxation on the gain
recognized on the sale of the selected assets. The latter circum-
stance (the imposition of only a single tax at the corporate level)
must exist for the 1994 consistency rules to apply.
Retaining the consistency rules in the 1994 regulations pre-
serves double taxation of gain at the corporate level. On the sale
of an appreciated asset to the purchaser, the target recognizes a
gain. Treasury does not wish to allow that gain to be taxed at
only one corporate level; and so, if the gain that is recognized by
the target is not taxed again to the higher tier affiliate when it
sells the target's stock (because of the adjustments made to the
higher tier affiliate's basis in the target's stock), the 1994 regula-
tions limit the purchaser's basis in the separately purchased as-
sets to the same basis that the target had in those assets. This
treatment assures that the gain will be taxed again at the corpo-
rate level either when the corporate purchaser disposes of the
asset or (if the asset is depreciable) by virtue of its reduced de-
preciation deduction for the asset. The double taxation system is
designed to impose one tax at the corporate level and one at the
individual level; there seems no reason to impose a complex set
of rules to protect the imposition of two taxes at the corporate
level. Since there will still be a tax at the individual level, the
1994 consistency rules are protecting a triple tax scheme for cor-
porate income.
To the extent that the increase in a higher tier affiliate's
basis in stock causes the recognition of a loss (or of a greater
loss) on the sale of the stock, there is even less reason to require
a carryover basis to the purchase of the target's assets. Treas.
Reg. Section 1.1502-20 denies a deduction for a loss recognized
on the sale of such stock.97 The imposition of carryover basis on
the purchaser of target's assets constitutes a double penalty.
The consistency rules that are retained by the 1994 regula-
tions operate in only one circumstance when the target is not a
member of a consolidated group. This can occur only when the
target is a subsidiary corporation that, on or prior to the acquisi-
tion date, pays a dividend to its parent that qualifies for a 100%
97. Treas. Reg. § 1.1502-20 (1994).
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dividend-received deduction under Section 243(a)(3). Such divi-
dends are hereafter sometimes referred to as "qualifying divi-
dends." The conditions under which a consistency rule will be
imposed are ones in which a selective sale of assets by the target
to the purchaser is combined with a qualifying dividend to pre-
vent the imposition of a second tax at the corporate level on the
appreciation of the asset that was sold. The application and con-
ditions of this consistency rule are described later in this article.
The following example drawn from the preamble to the 1992
proposed regulations illustrates the circumstance that motivated
Treasury to adopt a consistency rule. 8
Ex. S owns all of the stock of T, but they do not file a consoli-
dated return. S has a $100,000 basis in the T stock, which has a
value of $200,000. On January 1, Year One, T sells an asset to P
and recognizes a gain of $100,000. On January 16, Year One, T
distributes a $100,000 dividend to S. Since the dividend to S
generates a $100,000 dividend-received deduction for S under
Section 243(a)(3), that washes out the income that S recognized
from its receipt of the dividend. The result is that S has no net
income from its receipt of the dividend, and its basis in the T
stock is not reduced. On March 1, Year One, S sells its T stock
to P for $100,000, and S recognizes no gain on that sale. The
effect of the completed transaction is that the aggregate gain
recognized by S and T is $100,000, and P obtains a stepped-up
basis in the purchased asset. Look familiar?
The underlying purpose for granting a 100% dividend-re-
ceived deduction is to limit the taxation of corporate income to a
single tax at the corporate level. The tax consequences that
would occur in the above Example in the absence of consistency
rules are perfectly compatible with that purpose. The imposition
of a carryover basis on the asset purchased by P would impose a
double corporate tax on the appreciation of that asset, and that
would contravene tax policy as reflected in Section 243 and else-
where in the Code.9 9 The operation and conditions of the consis-
tency rules that were adopted by the 1994 regulations are ex-
98. See supra note 78.
99. See LR.C. § 243 (1994).
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plained below. 1 0
The consistency rules of the 1994 Regulations. For convenience,
the portion of the 1994 regulations that relate to the consistency
rules are hereinafter sometimes referred to as "the 1994 consis-
tency rules" or simply as the "1994 rules."
As noted above, the 1994 consistency rules do not impose a
deemed sale of assets on a transaction. Instead, the 1994 consis-
tency rules impose a mandatory carryover basis for certain as-
sets that are purchased, directly or indirectly, by the purchaser
of a qualified stock purchase. You will recall that only a corpora-
tion can be a purchaser of a qualified stock purchase.10 1 Any ref-
erence herein to a "purchaser" includes not only the purchaser
corporation itself, but also all corporations that are members of
the same affiliated group as the purchaser corporation.
The 1994 consistency rules contain several provisions deal-
ing with the treatment of controlled foreign corporations.10 2 The
author has not discussed those provisions in this article. As im-
portant as those provisions are, the author believes that their
discussion is better left to works that concentrate on the foreign
tax area.
The 1994 consistency rules apply only when, during the con-
sistency period, an asset of a lower tier affiliate (i.e., a subsidiary
corporation) either is sold to a "purchaser" (i.e., the corporate
purchaser of a qualified stock purchase or an affiliate of that cor-
poration) or is deemed to have been sold to a purchaser. Even
then, the 1994 consistency rules often will not apply because
there are a number of exceptions to their application or because
the requisites to their application did not occur.
As noted above, the 1994 consistency rules operate only
when either the consolidated return rules or the dividend-re-
ceived deduction rules permit a purchaser to obtain a cost basis
for selected assets of a target and yet have the appreciated ele-
ment of the transferred assets taxed at only one corporate
level-i.e., the appreciation is taxed as gain to the target but not
100. For additional criticisms of these rules, see Neil Z. Auerbach, New Proposed
Regulations Under Section 338: A Study In Consistency, 55 TAX NoTEs 233 (1992). See
also James D. Bridgeman, The Proposed Section 338 Regulations: Some Good News
From General Utilities Repeal, 19 J. CoRP. TAx'N 283 (1993).
101. I.I.C. § 338(d)(3) (1994).
102. Treas. Reg. § 1.338-5 (1994).
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to the target's parent corporation. There are only two tax provi-
sions that aroused Treasury's concern, and the 1994 consistency
rules apply only when one of those two provisions is applicable.
The principal provision at which the 1994 consistency rules are
aimed is the "investment adjustment" provision that is con-
tained in the consolidated return regulations and is explained
earlier in this article. So, the most frequent object of the 1994
rules is the sale to the purchaser 03 of an asset during the por-
tion of the consistency period that ends on the acquisition date
by a lower tier affiliate of a consolidated group (i.e., an affiliated
group that files a consolidated return). The second provision
that creates an opportunity to prevent double corporate taxation
even though a purchaser obtains a cost basis in selected assets is
the 100% dividend-received deduction provision of Sec-
tion 243(a)(3). The 100% dividend-received deduction effec-
tively excludes from a parent corporation's income a dividend
received from a subsidiary.
Consequently, the 1994 consistency rules apply only when
an appreciated asset of a target (or of certain target affiliates) is
sold (or treated as having been sold) to the purchaser10' during
the portion of the consistency period that ends on the acquisi-
tion date, and the target either is a lower tier affiliate of a group
that files a consolidated return or is a subsidiary of a corporation
to which the target paid a dividend that qualifies for the 100%
dividend-received deduction of Section 243(a)(3). The author
will first examine the conditions and exceptions that apply when
the target is a member of a consolidated group, and will then
examine the treatment when the target is a member of a group
that does not file a consolidated return.
Consolidated group. The circumstance involving a target that is
a member of a consolidated group that can trigger the 1994 con-
sistency rules is the purchaser's acquisition, during the portion
of the consistency period that ends on the acquisition date, of an
asset of the target or of a lower tier affiliate of the target. The
1994 rules will not apply unless there is a gain from the disposi-
tion of the asset in question which, because of the "investment
adjustment" provision of Treas. Reg. Section 1.1502-32, is re-
103. The "purchaser" refers to the purchaser of a qualified stock purchase.
104. Id.
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flected in the basis of shares of outstanding stock of the tar-
get.10 5 Since the sale of the asset must take place during a por-
tion of the consistency period and since there can be no
consistency period unless there is a qualified stock purchase of
the target, the 1994 rules will not operate unless the target's
stock is acquired by the purchaser in a qualified stock purchase.
Even then, if the purchaser makes a valid Section 338 election
for the purchase of the target's stock, the 1994 consistency rules
usually do not apply.108 When a Section 338 election is applica-
ble, all the target's assets are deemed to have been sold and so
there is no selectivity issue.107 The sole circumstance in which
the 1994 consistency rules can operate when a Section 338 elec-
tion is made is when Section 338(h)(10) is also elected and
causes gain to be recognized on the deemed sale of the target's
assets. Even then, however, the 1994 rules will not apply unless
that gain is reflected in the basis of stock of another target (i.e.,
the target of a different qualified stock purchase) that is a higher
tier affiliate than the corporation for which the Sec-
tion 338(h)(10) election was made.
The requirements for the 1994 consistency rules to operate
are: (1) an asset is disposed of for a gain during the portion of
the target's consistency period that ends on the acquisition date,
(2) the basis of shares of the target's stock as of the acquisition
date reflects the gain that was recognized on the disposition re-
ferred to above, and (3) the asset is owned immediately after its
disposition and also on the target's acquisition date by a corpo-
ration that acquired the target's stock in the qualified stock
purchase (or by an affiliate of that corporation). °s If the third
requirement had no exceptions, the 1994 consistency rules would
not apply to a disposition of an asset of the target to a person
other than the purchaser. However, the proposed rules apply to
more than direct acquisitions of a target's assets. They also ap-
105. Tress. Reg. § 1.338-4(c)(1994).
106. Treas. Reg. § 1.338-4(c)(2)(1994).
107. Note also that any gain recognized on the deemed sale of the targets assets
(because of a Section 338 election) will not be included in the return of the selling con-
solidated group (unless a Section 338(h)(10) election is made) and so will not provide an
adjustment to the basis of the target's stock; however, there will be a basis adjustment
for gain on assets sold prior to the acquisition date.
108. Tress. Reg. § 1.338-4(b)(1) (1994).
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ply to so-called indirect acquisitions of the target's assets.108 An
indirect acquisition covers a variety of circumstances in which
two or more transactions conclude with the target's asset in the
hands of the purchasing corporation or an affiliated corporation.
In general, an indirect acquisition takes place if there was an
arrangement for: (1) the target to dispose of the asset for a gain
during the consistency period, (2) the gain from the sale to be
reflected in the basis of shares of the target's stock at or prior to
the acquisition date, and (3) the asset to be owned at any time
during the portion of the consistency period that follows the ac-
quisition date by a corporation that at the time it owns the asset
is either: (i) affiliated with the target, or (ii) affiliated with a tar-
get affiliate"' that was itself affiliated at any time during the
consistency period with the purchaser and the basis of whose
stock at or prior to the acquisition date reflects the gain recog-
nized on the sale of such asset.11 For an arrangement to exist
there need not have been an enforceable, written or uncondi-
tional agreement, and all the parties to the transaction need not
have participated in each step that was taken. The determina-
109. Treas. Reg. § 1.338-4(f) (1994).
110. A "target affiliate" is a corporation which at any time during the portion of
the consistency period that ends on the acquisition date was a member of an affiliated
group of which the target also was a member. I.R.C. § 338(h)(6)(A) (1994).
111. Treas. Reg. § 1.338-4(f) (1994). The 1994 regulations provide two alternative
tests for determining whether a corporation that holds the purchased asset during the
portion of the consistency period that follows the acquisition date satisfies this third
condition for treating the purchase of that asset as an indirect acquisition. Treas. Reg.
§ 1.338-4(f)(2)(iii) (1994). The first alternative (alternative "A") is a corporation with a
stock basis, at or prior to the acquisition date, that reflects the gain recognized on the
sale of the asset, and that is affiliated with the purchaser at any time during the consis-
tency period. Clearly, alternative "A" can refer only to the target itself (the target be-
comes affiliated with the purchaser as a consequence of the qualified stock purchase of
its stock) or to a target affiliate (if the basis of the stock of the target affiliate at or prior
to the target's acquisition date reflects the gain recognized on the sale of the asset and if
the target affiliate is affiliated with the purchaser at any time during the portion of the
consistency period that follows the acquisition date). It is unlikely that the target or a
target affiliate will acquire the purchased asset during the relevant period following the
acquisition date. Consequently, alternative "A" will rarely, if ever, apply. However, as
explained in the next paragraph, alternative "A" serves as part of the definition of alter-
native "B," and that is its principal and perhaps only function.
Alternative "B" is a corporation that, at the time it owns the asset, is affiliated with
a corporation described in alternative "A." Thus, a corporation satisfies alternative "B"
if, during the requisite period following the acquisition date, it holds the purchased asset
and is affiliated either with the target itself or with a target affiliate that satisfied the
conditions of alternative "A."
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tion of whether an arrangement exists turns on the facts and
circumstances of the transaction.1 1 2 The indirect acquisition pro-
vision is illustrated in several examples set forth later in this
article.
In addition to the indirect acquisition rules, a partnership,
estate, or trust can be treated as a "conduit" of a corporation; if
so, a portion of the conduit's ownership of assets and acquisition
of stock may be attributed to the corporation." 3 An entity is a
conduit of a corporation if the entity is a partnership, estate, or
trust whose ownership of stock would be attributed to the corpo-
ration under Section 318(a)(2)(A) and (B) [the provisions for at-
tribution of stock from a partnership, estate or trust] and if the
corporation together with its affiliates would be treated as own-
ing an aggregate of at least 50 percent of stock owned by such
partnership, estate or trust. The conduit rules operate in four
circumstances.114
(1) Asset ownership. For asset ownership determination
purposes, a corporation is deemed to own the portion of an asset
that is owned by a conduit to the same extent that such asset
would have been attributed to the corporation under Sec-
tion 318(a) if the asset had been stock. If the asset had been
purchased during a target consistency period and if treating a
portion of the asset as owned by the corporation would cause the
imposition of the 1994 consistency rules, the basis of the asset in
the hands of the conduit will be subject to the carryover basis
rule. If the carryover basis rule is applicable, it will apply to the
basis of the entire asset that is held by the conduit; it will not be
limited to the portion of the asset that is attributed to the
corporation.115
(2) Stock acquisition by conduit. A corporation (the "first
corporation") is treated as having purchased stock of another
corporation that is attributed to the first corporation from the
conduit under Section 318(a). The date of the corporation's
deemed purchase of such stock is the date that the stock was
purchased by the conduit. This provision does not apply if the
stock was purchased by the conduit more than two years before
112. Treas. Reg. § 1.338-4(j)(5) (1994).
113. Treas. Reg. §§ 1.338-40)(3), 1.338-4(j)(4) (1994).
114. Treas. Reg. § 1.338-4Q)(3) (1994).
115. Treas. Reg. § 1.338-40)(3)(i) (1994).
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the date on which it is first attributed to the first corporation. 116
(3) Purchase of an interest in the conduit by a corporation.
If a corporation purchases an interest in a conduit, the corpora-
tion is treated as having purchased on that date any stock held
by the conduit on that date that is attributed to the corporation
under Section 318(a) with respect to the interest in the conduit
that was so purchased by the corporation. 17
(4) Purchase of a conduit by a conduit. If a conduit (the
first conduit) purchases an interest in a second conduit, the first
conduit is treated as purchasing on that date any stock that is
owned by a conduit on that date and that is attributed to the
first conduit under Section 318(a) with respect to the purchased
interest in the second conduit. 1
If the 1994 consistency rules apply to the sale of an asset,
the basis of the asset immediately after its acquisition is equal
to the adjusted basis that it had immediately before the
disposition.1
The 1994 regulations set forth a number of exceptions to
the application of the consistency rules. As noted above, the
1994 rules usually do not operate if a valid Section 338 election
is made for the purchase of the target's stock. In addition, the
1994 consistency rules provide 20 that the carryover basis rule
does not apply to:
(1) an asset disposed of by target or by a target affiliate in
the ordinary course of a trade or business,1 21
(2) an asset whose basis is determined wholly by reference
to the adjusted basis of the person who disposed of it, 1 22
(3) a debt or equity instrument issued by target or a target
affiliate, 123
116. Treas. Reg. § 1.338-4(j)(3)(ii)(A) (1994).
117. Treas. Reg. § 1.338-4(j)(3)(ii)(B) (1994).
118. Id.
119. Treas. Reg. § 1.338-4(d)(1) (1994).
120. Treas. Reg. § 1.338-4(d)(2)(i) (1994).
121. See also I.R.C. § 338(e)(2)(A) (1994).
122. Treas. Reg. § 1.338-4(d)(2)(ii) (1994). See also I.R.C. Section 338(e)(2)(B)
(1994). This exception seems superfluous because the basis carryover that exists is what
the proposed consistency rules would have mandated. Moreover, the apparent reason
that a basis carryover exists is that the disposition was a nonrecognition transaction, and
because no gain would be recognized by the target, the consistency rules would not
operate.
123. Treas. Reg. § 1.338-4(d)(2)(iii) (1994).
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(4) an asset whose basis immediately after the acquisition
would otherwise be less than its adjusted basis immediately
before its disposition,12
or
(5) an asset excluded by a ruling of the Service. 128
The 1994 consistency rules provide a de minimis asset ex-
ception for carryover basis treatment.1 2 Under this exception,
the disposition of an asset will not be subject to the carryover
basis rules if: (1) the aggregate amount realized for all assets
otherwise subject to the carryover basis rules does not exceed
$250,000, and (2) the disposition of the asset is not part of an
arrangement to acquire the target's stock.1 2 7 In his article on the
proposed version of the 1994 rules, Neil Auerbach criticizes the
requirement that the sale of the asset not be part of the arrange-
ment for the purchase of the target's stock because that require-
ment introduces a subjective element that makes the applicabil-
ity of the de minimis asset exception difficult to predict and,
therefore, less useful as a bright line test that eliminates uncer-
tainty and minimizes controversy.1 2
The following examples that are drawn from the regulations
illustrate the operation of the 1994 consistency rules.129 In the
following examples, S owns all the stock of T; T owns all the
stock of T1; and T1 owns all the stock of T2. All of those corpo-
rations file a consolidated return with S as the common parent.
B (an individual who is unrelated to the S group) owns all the
stock of P, and P owns all the stock of P1. Z is a corporation
that is not related to any of the other parties.'"
124. Treas. Reg. § 1.338-4(d)(2)(iv) (1994). This provision will rarely apply. If the
asset has a lower basis in the hands of the purchaser than it had in the hands of the
target, typically there will not have been a gain on the disposition, and so the proposed
consistency rules would not operate. But, there are certain circumstances in which it
could apply. For example, if the asset were exchanged for another item of like kind plus
boot, the transferor could recognize gain (§ 1031(b)) even when the acquiring corpora-
tion has a lower basis in the asset than the transferor had. This could occur if the acquir-
ing corporation's basis in the asset it transferred plus the boot it paid is less than the
basis that the transferor had in the acquired asset.
125. Treas. Reg. § 1.338-4(d)(2)(v)(1994).
126. Treas. Reg. § 1.338-4(d)(3).
127. Id.
128. Neil Z. Auerbach, New Proposed Regulations Under Section 338: A Study in
Consistency, 55 TAx NoTws 233 (1992).
129. Treas. Reg. § 1.338-4(e) (1994).
130. Treas. Reg. § 1.338-4(e)(1) (1994).
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Ex. (1) On February 1, Year One, T sold an asset to P1 for a
gain. The gain increased the basis that S had in its T stock. On
January 1, Year Two, P1 made a qualified stock purchase of T
from S. No Section 338 election was made for T. The require-
ments for applying the 1994 consistency rules to the sale of the
asset are satisfied: (1) the asset was sold during the portion of
T's consistency period that ends on T's acquisition date; (2) the
basis of T's stock as of the acquisition date reflects the gain rec-
ognized on the sale of the asset; and (3) immediately after P1's
acquisition of the asset and on T's acquisition date, the asset is
owned by the purchaser corporation [i.e., the corporation (or an
affiliated corporation) that made the qualified stock purchase of
T's stock]. Therefore, the carryover basis rules apply to the sale
of T's asset in Year One, and the basis that P1 has in that asset
equals the adjusted basis that T had in it immediately before
the sale to P1.
The result would be the same if P (instead of P1) had made
the qualified stock purchase of T, and P1 had purchased the as-
set on February 1, Year One. In that case, P1 would still acquire
the same basis in the purchased asset that T had in that asset
immediately before the sale.
Ex. (2) On February 1, Year One, P1 made a qualified stock
purchase of T2 from T1. A Section 338(h)(10) election was
made for T2, and T2 recognized gain on each of its assets, which
the S group included in its consolidated return. As a conse-
quence of the purchase of T2's stock, T2 is treated as a new cor-
poration, and new T2 became a member of an affiliated group
that includes both P and P1. The sale of old T2's assets is
deemed to have been made to new T2. Under the consolidated
return regulations, the gain that old T2 recognized on that
deemed sale of its assets not only increased the basis that T had
in the TI stock, it also increased the basis that S had in the T
stock. On January 1, Year Two, P made a qualified stock
purchase of T from S. No Section 338 election was made for
that acquisition. The carryover basis rules apply to the deemed
sale of T2's assets, and so new T2's basis in those assets is the
same as the basis that old T2 had. New T2 was both the ac-
quirer of the purchased assets and the purchaser of the qualified
stock purchase of T since new T2 was an affiliated corporation of
P at the time that P made the qualified stock purchase of T. P
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and T2 are, therefore, treated as one corporation. The deemed
sale of old T2's assets to the purchaser took place during T's
consistency period. The gain recognized by old T2 on the
deemed sale of its assets was reflected in the basis that S had in
T's stock as of T's acquisition date. The purchased assets were
owned immediately after their acquisition and on T's acquisition
date by new T2, who, as an affiliate of P, is the purchaser of the
qualified stock purchase of T. The conditions of the 1994 consis-
tency rules are satisfied.
Ex. (3) On February 1, Year One, T sold a depreciable asset to Z
for a gain. On February 15, Year One, P1 made a qualified stock
purchase of T from S. No Section 338 election was made for T.
P1 then bought the asset from Z on March 1, Year One, before
any depreciation deduction had been taken by Z on the asset.
The depreciable asset was sold by T during its consistency
period and was subsequently acquired by P1, who was then an
affiliated corporation of T, within the portion of the consistency
period that follows the acquisition date of T. The basis of T's
stock in the hands of S at the acquisition date reflects the gain
that T recognized on that sale. If there was an arrangement that
all of these events take place, the carryover basis rules will apply
to the sale of the depreciable asset. The transaction will then
constitute an indirect acquisition by the purchasing corporation.
If so, the basis that P1 acquires in that asset immediately after
purchasing it from Z would equal the adjusted basis that the
asset had in the hands of T immediately before the sale to Z.
Ex. (4) The same facts as those stated in Ex. (3) except that P1
purchased the depreciable asset from Z on January 15, Year
Two, after Z had taken depreciation deductions that reduced its
basis in the asset. Note that, even under this change of facts, the
depreciable asset was acquired by P1 within the portion of T's
consistency period that follows the acquisition date. We will as-
sume that the requisite arrangement existed for all of those
transactions to take place so that the carryover basis rules apply
to P1's acquisition of the asset. Pl's basis in the asset immedi-
ately after acquiring it equals the adjusted basis that T had in
the asset immediately before selling it to Z, reduced by the
amount of depreciation that had been allowed or allowable to Z.
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Ex. (5) On February 1, Year One, T sold an asset to P1 and
recognized a gain. On February 15, Year One, Z made a qualified
stock purchase of T, but no Section 338 election was made. On
November 20, Year One, P1 acquired the T stock from Z in a
transaction that is not a qualified stock purchase. P1 thereby
became affiliated with T during the portion of the consistency
period that follows the acquisition date, and P1 held the pur-
chased asset at that time. The third requirement of an indirect
purchase is satisfied since during the portion of T's consistency
period that follows the acquisition date, P1 (who had purchased
the asset from T) became affiliated with T, which was a corpora-
tion that had had the gain from the sale of that asset reflected in
the basis of its stock as of the acquisition date and which had
been affiliated at one time during the consistency period with
the purchaser of the qualified stock purchase of T (i.e., it was
affiliated with Z). If there was an arrangement for those transac-
tions to take place, the carryover basis rules will apply to deter-
mine the basis that P1 has in the purchased asset.
Sale of asset by member of nonconsolidated affiliated
group. The only circumstance in which the 1994 consistency
rules apply to a sale of assets by a corporation that is not a lower
tier member of a consolidated group is when the selling corpora-
tion combines the sale of an asset with the payment of a divi-
dend that qualifies for the 100% dividend-received deduction
under Section 243(a)(3). 13 1 A dividend that qualifies for the
100% dividend-received deduction under Section 243(a)(3) is
sometimes referred to herein as a "qualified dividend." The
abuse that Treasury perceived and sought to curb is where the
target sold an asset for a gain and then distributed to its parent
a dividend equal to the amount of its gain. If the parent could
effectively exclude the dividend from its income because it qual-
ified for a 100% dividend-received deduction, the result would
be taxation of the gain only once at the corporate level. One
problem with applying consistency rules to such a situation is
the difficulty in determining whether the target actually made a
dividend distribution of the gain it recognized on the sale of its
asset. The target may pay dividends for other purposes, and so
how is the purpose of a dividend to be determined? The 1994
131. Treas. Reg. § 1.338-4(g) (1994).
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consistency rules deal with that issue by establishing a mechani-
cal test that rests on whether the qualified dividends that were
paid during the portion of the consistency period that ends on
the acquisition date were significantly higher than the average
qualified dividends paid by it over the past three years. In addi-
tion, the 1994 rules establish a de minimis dividend rule that
precludes carryover basis treatment if the aggregate qualified
dividends paid by the target during the portion of the consis-
tency period that ends on the acquisition date do not exceed
$250,000.132 The requirements for applying carryover basis treat-
ment to such sales are set forth in Treas. Reg. Section 1.338-
4(g)(1) as follows:
(1) target recognizes gain (whether or not deferred) on the
disposition of the asset during the portion of the consistency pe-
riod that ends on the acquisition date, 133
(2) the asset is owned immediately after its disposition and
on the acquisition date by the purchasing corporation (or by an
affiliate of the purchasing corporation),134 and
(3) during the portion of the consistency period that ends
on the acquisition date, the aggregate amount of qualified divi-
dends paid by the target exceeds the greater of:
(i) $250,000, or
(ii) 125 percent of the yearly average of qualified dividends
paid by the target during the three calendar years immediately
preceding the year in which the consistency period begins (or
such shorter period that the target was in existence."3 5
If the 1994 consistency rules apply to a sale by a target in
the circumstances above, the carryover basis rule will determine
the basis of the purchased asset immediately after its acquisition
unless one of the exceptions to that rule applies. The exceptions
to carryover basis treatment discussed earlier in this article that
apply to sales by a member of a consolidated group also apply to
sales by a member of a nonconsolidated affiliated group. So, if a
Section 338 election is made for the qualified stock purchase of
132. Id.
133. Treas. Reg. § 1.338-4(g)(1)(i) (1994).
134. Treas. Reg. § 1.338-4(g)(1)(ii) (1994). This requirement is subject to the same
indirect acquisition exception that is applied to acquisitions from a member of a consoli-
dated group. Treas. Reg. § 1.338-4(g)(3) (1994). See supra notes 109-112 and accompa-
nying text for a discussion of the operation of the indirect acquisition rules.
135. Treas. Reg. § 1.338-4(a)(1)(iii) (1994).
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the target's stock, the carryover basis rules do not apply."3 6 Also,
the other exceptions discussed above and set forth in Treas. Reg.
Section 1.338-4(d)(2), (3) are applicable-for example, the de
minimis asset exception ,and the exception for assets sold in the
ordinary course of the target's business or exchanged in a non-
recognition transaction also apply to nonconsolidated affiliated
groups.1 37
A major fault in the regulatory conditions for applying con-
sistency rules to nonconsolidated groups is that there is no
linkage of the amount of gain recognized by the target on the
sale of its asset with the amount of qualified dividends paid dur-
ing the requisite portion of the consistency period that exceeds
the average past qualified dividends (or exceeds the de minimis
dividend $250,000 figure). The following example illustrates the
arbitrariness of the standard employed by the proposed rules.
Ex. S Corporation owned all of the stock of T, but the corpora-
tions did not file a consolidated return. In January of Years One,
Two, and Three, T paid a dividend of $400,000 to S, and those
dividends qualified for the 100% dividend-received deduction of
Section 243(a)(3). On March 1, Year Four, T sold to P (an unre-
lated corporation) Land in which T had a basis of $200,000. T
received $2,200,000 from P for the Land, and so T recognized a
gain of $2,000,000. On August 3, Year Four, T paid a dividend to
S of $500,001, all of which qualified for the 100% dividend-re-
ceived deduction of Section 243(a)(3). On January 8, Year Five,
P purchased from S all of the outstanding stock of T, and no
Section 338 election was made. No other dividends were paid
during the relevant period. The consistency period begins one
year prior to the date on which P first purchased stock of T, and
so it began on January 8, Year Four.
Obviously, the first two requirements for applying the con-
sistency rules to the sale of Land are satisfied. T recognized a
gain on the sale of Land to P which took place during the por-
tion of the consistency period ending on the acquisition date.
Land is owned immediately after its acquisition and on the ac-
quisition date by the acquiring corporation. The question then
turns on whether the third requirement is satisfied. The average
136. Trees. Reg. § 1.338-4(g)(1) (1994).
137. Trees. Reg. §§ 1.338-4(d)(2), 1.338-4(d)(3) (1994).
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yearly qualified dividends paid by T to S for the three calendar
years preceding the year in which the target consistency period
begins (i.e., Year Four) is $400,000. The third requirement is
that the amount of the qualified dividends paid to S during the
portion of the consistency period that ends on the acquisition
date ($500,001) exceeds 125% of the average of such dividends
paid in the three preceding years; 125% of $400,000 equals
$500,000. So, the qualified dividends paid to S during the de-
fined period is only $1 greater than the permitted amount. As a
consequence of that $1 overage, P's basis in Land will be
$2,000,000 less than its cost. Stating if differently, if on August
3, Year Four, T had paid S a dividend of $1 less, P would have a
basis of $2,200,000 in Land instead of the $200,000 basis it has
because of the application of the carryover basis rules.
This fault in the proposed rules can be cured by adding to
the regulations a provision that imposes a floor on the carryover
basis rule so that the purchaser's basis will not be less than the
purchaser's cost reduced by the amount of the excess qualified
dividends paid by the target during the defined period over the
greater of either 125% of the yearly average of qualified divi-
dends for the past three calendar years or the de minimis
$250,000 figure. The best solution for Treasury would be to elim-
inate the consistency rules completely. If it does not do so, it
should at least make this modification.
Stock acquisition. There is only one circumstance in which the
1994 consistency rules will apply to a stock acquisition. That oc-
curs when the target is a member of a consolidated group and a
Section 338(h)(10) election is made so that the assets of the tar-
get are deemed to have been sold."'8 If, in that case, the basis of
a higher tier member of the consolidated group which is subse-
quently acquired by the purchaser of the asset (or its affiliate) in
a qualified stock purchase reflects the gain recognized by the
target, the proposed carryover basis rules will apply if certain
conditions are met.139
V. CONCLUSION
While the circumstances that trigger the consistency rules'
138. Treas. Reg. § 1.338-4(a)(6) (1994).
139. Id.
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imposition of carryover basis are unlikely to arise frequently, the
consequences of being trapped within that net can be extremely
harsh. A purchaser of a qualified stock purchase should take
care that the consistency rules either do not apply or do not im-
pose an unacceptable cost.
The purpose of the retained consistency rules is to insure
that there will be double taxation at the corporate level of the
gain recognized on the sale of a target's assets, which sale takes
place prior to the date on which the target's stock is acquired by
the purchaser. The corporate tax system seeks to impose double
taxation on a corporation's income so that one tax is imposed at
the corporate level and a second tax is imposed on individual
shareholders when they dispose of their stock or when the cor-
poration is liquidated. The corporate tax system does not seek to
impose more than one tax levy at the corporate level. To the
contrary, there are numerous provisions in the Code either to
eliminate multiple taxation at the corporate level or to minimize
the impact of multiple corporate taxation. While multiple corpo-
rate taxation has not been completely eliminated, it is clear that
Congress has not favored a multiple imposition of a corporate
tax and has not sought to insure that such multiple impositions
will occur. The underlying purpose of the consistency rules,
therefore, is inconsistent with established tax policy. The cir-
cumstances in which the rules operate do not entail an avoid-
ance of taxation by individual shareholders; only the double tax-
ation of corporate entities are involved. The consistency rules
should not simply be improved; they should be eliminated
entirely.
Even if multiple corporate taxation were deemed worthy of
protection, there seems little justification for the manner in
which the current regulations single out only certain transac-
tions for carryover basis treatment. When assets of a target are
sold for a gain to a party who is neither the purchaser of the
target's stock nor at any time affiliated with the purchaser, the
consistency rules do not operate. Yet, the corporate sellers of the
target's stock can avoid double corporate taxation in that setting
to the same extent that they would have if the target's assets
had been acquired by the purchaser of its stock. It is not obvious
why the avoidance of double corporate taxation becomes objec-
tionable when the target's assets are acquired by the purchaser
Q LR
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of its stock. There is some arbitrariness in the operation of the
regulations.
Finally, if the consistency rules are to be retained despite
their conflict with tax policy, the regulations application of those
rules to affiliated corporations that do not file a consolidated re-
turn is seriously flawed and should be corrected.
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